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Preface 

The immediate or1g1n of thi s  volume can be traced 
to a sma l l  informal meeting of  a group of  Latin 
American economi sts and pol itical scientists  held in 
Mex ico C ity in late August 1 9 8 3  under the auspices of 
the Tepoztlan C lub . After having discussed the mos t  
recent information on c r i s i s  a n d  debt i n  Latin America 
and the external debt management experienc e s  in Arg entina , 
B ra z i l , Ch i l e ,  Mex ico , Ven e zuel a ,  and C entral America , 
the participants came to the fol l owing conc lus ions : 

1 .  Al though the current international economic 
c ri s i s  presents many of the cha racteristics of a 
particularly severe and prolonged reces s ive pha se of the 
economic cyc l e ,  it a l so contains structural factors 
that distinguish it f rom the c r i s i s  of the 1 9 3 0 s . 

2 .  The current cris i s  ha s spread to a l l  parts of  
the  world , including social i s t  economies , via  mul tipl e 
and complex channel s ,  due to the evolution of  an inter­
dependent world with a highl y  integrated economy . 

3 .  The causes  of  the acute externa l and internal 
economic imbalance s in Latin America go back to the 
1 9 6 0 s .  The actual depres s ive and a lmo st desperate 
economic s i tuation in the 1 9 8 0 s ,  however , reflects a 
new cri s i s  within a c r i s i s  due in part to external 
factors and in part to the inadequacies  or  extravagance 
of most Latin American domestic economic pol icies . When 
one look s  at the pol icies  fol lowed in the past ten 
years by individual countr ies , particularly in f iscal , 
monetary , and trade matters ,  one has to recogni z e  the 
lack of coherence ,  forethought , and rea l i sm tha t  pre­
dominated in success ive stages o f  pol icy implementation 
in the region . 

4 .  Recently and with prodd ing and the b l e s s ing 
of internationa l  f inanc ial organi zation s ,  many Latin 
American countrie s ,  fac ing external and domestic crises  
of  a magn itude never reg i stered before , took the road 
of ad justment of the external sector by means of 
reces s ive pol icy , wh ich compromises  l ong- term productive 

ix 
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capacity and growth potential and puts to the test the 
pol it ical and social  toleranc e of the highly indebted 
countries . L i tt l e, if  anyth ing , ha s been done in the 
framework of the extremely negative international 
developments to set in mot ion selective changes in 
development, investment ,  consumption , and importing 
pattern s that woul d  permit the achievement in the medium 
term of some sort of balance in the external sector 
without compromis ing the economy ' s  growth potentia l .  

5 .  The probab i l i ty of Latin American countries 
overcoming the present economic crisis will  depend on 
their capacity to undergo a proc e s s  of internal 
structural adjustment and on the reactivation of the 
world economy . The current world scene i s  characteri z ed 
by uncertainty a s  regards the pos s ible  evolution of  the 
world economy and perp l ex i ty as to how the c r i s i s  mus t  
be faced i n  the indu s trial countries  themselves . 

6 .  Despite the overa l l  gloomy circumstances of 
the world and the Latin American economi c scene , a 
number of emergency mea sures could be taken to a l l eviate 
the c r i s i s  and , in particular , the f inancial d i f f icu l ­
ties o f  the region born f rom its unusua l l y  high externa l 
indebtednes s . Al l these  mea sures might bring some 
positive resu l t s  providing the pol itical wil l  were present 
in industria l countries , international of f ic ia l  f inancial 
and development agenc ies , and the international financ ial 
sys tem . Pre sently , l ittl e evidence of  such pol itical 
wil l  is ava i l ab l e . 

7 .  Such emergency mea sure s were identif ied a s  the 
reprogramming o f  debt payments and , a s  far  a s  pos s ible , 
the ref inanc ing of  the accumulated interests  on the 
deb t i  the strengthening and improvement of the role of  
international f inanc ial organi zationsi the undertaking 
of additional action des igned to increa se the credit 
ava ilab l e  from all po s s ible sources- -pub l ic and 
private-- in order to l ighten the burden of  indebted 
Latin American countriesi and an increa se in the overa l l  
internationa l l iquidity . 

8 .  Such emergency mea sures should be complemented 
by others of  medium- and long-term natur e ,  including 
the design of a more s table  medium- term f inanc ing i the 
incr�a se in the partic ipation of internat ional f inanc ial 
organizations in external development-oriented f inanc ing i 
the i s su ing of bonds and s imilar documents , negotiable 
in secondary capital markets , by a number of industrial 
countries i and the creation , with in the I nternational 
Monetary Fund ( IMF ) , of spec ial terms with the a im of  
f inanc ing that part of the  balanc e-of-payments def icits 
of the debtor countries attributable  to the increa se in 
intere st rates over and above traditional level s .  

9 .  Additional measures that  are strongly advisable 
are the revers ion of protectionist  tendenc ies in the 
indu strial countrie s ,  the selective inc rement of direct 
fore ign investments in Latin America , and the 
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strengthening o f  regional and subregional economic 
integration schemes in Latin Amer ica , which go through 
the dis integration s tage becau se o f  both extraregional 
and intraregional d i f f icultie s . 

The sub stantive d i scus sion s  of the Mex ico C ity 
meeting , whose ma j or analytical point s and proposal s  
for remedial actions appear a bove , al so made i t  c l ea r  
t o  a l l  its  partic ipants that wherea s the sub j ect of  
Latin  American c r i s i s  and indebtedness  i s  presently 
very fa sh ionab l e  in the industrial countries , mos t  of 
the growing l i terature on these matters originates in 
them and reflects their  concern . Very often the 
question is phra sed in the form of the pos s ible  costs 
to indu strial countries , and e spec ially to the inter­
national bank ing community , of the pres ent Latin 
American misfortunes . Moreover , many otherwise compe­
tent experts f rom the northern latitudes look 
exclus ively at the economic and f inanc ial a spects of 
the c r is i s , ra is ing only margina l ly the key i s sue  of 
how l ong Latin American soc ieties can l ive with the 
austerity resu l t ing f rom the painful external IMF­
tailored adjustment programs . Very l ittle if anything 
is written by these industrial countries ' experts about 
both the political and soc ial consequence s  of a l l  these 
merc i l e s s  exerc ises  for the Latin American reg ion it­
self . Moreover , the Latin Amer ican writing s on the 
sub j ec t  are hardly acc e s s ible  to those on both s ides 
of  the North Atlantic because of  the language barrier , 
among other s .  

Thu s ,  the purpose o f  thi s  book i s  to dimini sh to 
some degree thi s  dangerous a symmetry of  views ava i l able 
in the North that distorts greatly the real p icture in 
wh ich t h e  major f a c t o r s  a r e  n o t  only th e interna t i onal 
bank ing community ' s  interests  and international 
f inanc ial agenc ies ' viewpoints but Latin American 
interests and viewpoints a s  wel l .  After a l l , the re­
cyc l ing of priva tely held funds of the order of some 
US$ 2 5 0  b i l l ion l ent to Latin America in the 1 9 7 0 s  wa s 
not a charity or rescue exerc ise  but a big bu sine s s  
operation tha t  resul ted i n  very s i zable  prof its for 
l enders--whether of discriminate or indi scriminate 
type--year a fter yea r .  What k inds of benefits  and 
pro f its ensued f rom a l l  th i s ,  not to direct off icial 
and private Latin American borrowers but to Latin 
American soc ieties ,  still  remains to be establ i shed . 
S ince the l i terature on these a spects of Latin American 
c r i s i s  and indebtedne ss  i s ,  to say the l ea s t ,  very 
scant in the l ender countries and even with in independent 
academic circles , the a symmetry of views is much greater 
than it woul d  appea r .  

All  but three contributors t o  thi s  volume a re Latin 
Americans .  Moreove r ,  not only are practically all  these 
Latin American writers technically competent observers 
of  the reg ional economic and f inanc ial scene , but many 
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have partic ipated e ither directly or indirectly in the 
mos t  recent attempts to renegotiat� the crush ing burden 
of external debt at na tional l evel . I have al so been 
exposed for some t ime to a l l  these i s sues a s  suggested 
by two book s ,  LDC External Debt and the World Economy 
and Interna tional Indeb tedness  and World Economic 
Stagnation , pub l i shed in Engl i sh under my editorship 
in Mex ico C ity and Oxford in 1 9 7 8  and 1 9 7 9 , respectively . 
They appeared at the t ime when the Latin American c r i s i s  
a n d  debt were still  cons idered b y  both the lenders and 
the borrowers as a minor and pa s s ing i s sue . What might 
seem almost  amu s ing, but i s  in fact tragic , i s  that 
the contents of  these volume s- -which stres sed that 
the structure of the LDC external debt wa s not sound 
( in the late 1 9 7 0 s ) , nor wa s the volume of borrowing 
in international private f inanc ial markets and the 
conditions attached to it  susta inable for the borrowers 
in longer terms- -were d i smi s sed by some distingu i shed 
reviewers in pre stigiou s  economic and f inanc ial 
j ourna l s  of  the industrial  countries a s  the expres s ions 
of the " undue pe s s imism of a group of l ike-minded 
peopl e . " 

The f irst  part of  th is  book presents eight 
chapters on the Latin Amer ican c r i s i s  and indebtedness 
with in the f ramework of the worldwide economic cri s i s  
from wh ich the long-heralded recovery i s  still  not yet 
in sight . Most of these  contribution s concentrate not 
only on economic and f inanc ial i s sues but on pol itical 
and social a spects as wel l . Al l conta in a number o f  
prescriptions a s  to what could  or might be done to f ree 
both the world economy and Lat in America f rom th e 
pre sent compl ex predicament comparable only , a lbeit 
partia l l y ,  with the Great Depre s s ion of the 1 9 3 0 s .  
I t  i s  particularly satis fying to me tha t  Part 1 starts 
with a contribut ion by Drago s lav Avramovic . During his 
l ong intel l ectual and profess ional career that took 
him sub sequently through the World Bank , the S ec retariat 
of the Brandt Commi s s ion , and the UN Conf erence on 
Trade and Devel opment ( UNCTAD ) , he dedicated mo st of 
h i s  time and a ttention to the international indebtedness 
probl ems , a s  witne ssed by h i s  two seminal studies Debt 
Servic ing Capac i ty and Postwar Growth in International 
Indebtedness  ( 1 9 5 8 ) and Economic Growth and External 
Debt ( 1 9 6 4 ) . 
---- Part 2 conta ins seven ca se studies of the process  
of external debt accumulation and  the rarely successful 
attempts at renegotiation in 1 9 8 2  and 1 9 8 3 . The 
chapters in th i s  part deal re spectively with Argentina , 
B ra z i l , Mex ico , Vene zuela , Chi l e ,  Peru , and Central 
America ( d i scu s sed a s  a subregion ) . As reader s  wil l  
f ind out for themselve s ,  the authors do not nece ssarily 
form a " l ike-minded group"  f rom either the theoretical 
or the ideological viewpoint . Some of them are more 
neoc l a s s ical and some more structura l i st . But , s ince 
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a l l  are knowledgeabl e ,  intel l ec tual ly independent , and 
c l ear  minded in their  respective analytical approache s  
and , i n  addition , know their " stories " f rom first-hand 
experienc e ,  some sort of  compo site picture emerge s  
f rom the i r  f inding s tha t  i s  not neces sarily compl imen­
tary of each of the ma j or actors in the " indebtedness  
game . " 

The fact that most a uthors of the seven case 
studies dedicate cons iderable  attention to domestic 
pol itical a spec t s  of  the indebtedness  and its re­
negotiations adds additional dimens ion to thi s  second 
part of the book . One l earns f rom it  tha t ,  contrary 
to the e s tabl i shed wisdom, neither the internat ional 
f inanc ial agenc ies , the international banking community ,  
government o f f ic ia l s  o f  the borrowing countrie s ,  nor 
even the private borrowers are dispa s s ionate angel s .  
Al l have their ideolog ie s ,  pol itical and economic 
ob j ective s ,  and bureaucratic intere sts , among others , 
which more of ten than not a re in conflict  with those  
of the other actor s , independent of whether the actual 
transactions are of a mul tilateral or bilateral nature . 
Under these  condition s ,  c r i s i s  gestation , indebtedness  
accumulation , and external adjustment processes  cannot 
be reduced to model s ,  equations ,  targets , and 
statistical series manipulations . The international 
f inanc ial relations have always been , are now , and 
sha l l  be exerc ises  in power and pol itic s . Thi s  is  
perhaps the mo st important me s sage of  thi s  book . 

Thi s  volume could not have been produced without 
the most eff ic ient cooperation of a group of con­
tributors di spersed in the triangular area l imited by 
such distant points as Santiago ,  Ch il e ;  San F ranc i sco , 
Cal i fornia ; and Geneva , Switzerland . The manu script 
was prepared with in a record time of  four month s thank s 
to the generous l og i stic f ac i l ities  of E l  Colegio de 
Mex ico in Mexico C i ty with the no l e s s  generou s help 
of  the Program for Joint S tudies on Lat in American 
Internat ional Relations ( RIAL )  at Santiago . Both 
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I ntroduction 

Miguel S. Wionczek 
Luciano Tomassini 

A maj ority of experts agree that the world economy 
i s  pa s s ing through its  worst crisis  s ince the depre s s ion 
of  the 1 9 3 0 s . Less consensus exists , however ,  about the 
nature and causes of the cri s i s  and therefore about 
whether at a global level a susta ined economic recovery 
is now underway . The fact that the rece ss ion in the 
industria l i zed countries has been superimposed upon pro­
found structural trans formations makes the s ituation all  
the more complex and provokes a general cl imate of  
inte l lectual confus ion . 

This confus ion i s  even greater in the case of Latin 
America . In  ef fect , the international c r i s i s  has struck 
the region with singular force because of the high 
decree of integration that Latin America has achieved 
with the world economy and because the development 
strategies pursued by many countries in recent years 
were highly dependent on forei gn borrowing . Among the 
princ ipal manife stat ions of the c r i s i s  in the regio n , the 
one that stands out is the explosive growth of the Latin 
American external debt service and the high soc ial cost 
of the adj ustment that Latin American countries have been 
mak ing in order to pay their  external obl i gations under 
conditions of dome stic and external cri s i s . Although 
under present c ircumstances  it would be unrea l i stic to 
expect the countr ies " to adj ust without pain , " it i s  no 
less  certain that the costs of ad j ustment should be 
better distributed among a l l  the parties concerned- ­
debtor nations , lending banks , industria l i zed countries , 
and international f inanc ial organizations - - i f  sacrif ices 
that could exceed the l imits of po litical tolerance in 
Latin American societies are to be avo ided . 

I t  i s  because of a l l  thi s that both debt and adj ust­
ment not only constitute two very closely linked themes 
but a l so have economic and po l itical content . One of the 
factors that has compl icated the understanding and the 
management of the c r i s i s  has been the re serve with which 
the ma j ority of Latin American countries have treated 
the se l inks between the pol itics and the economics of the 
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external indebtedne ss . The debt problem used to be 
cons idered a s  the a lmos t  exclus ive respons ibi lity of the 
monetary authorities and private banks of  the debtor 
countrie s ,  on the one hand , and the foreign creditor 
banks and the IMF , on the other . 

Observing the long- lasting lack of acknowledgment of 
the close l inks between the economic and the pol i tical 
nature of  the debt problem ,  reflected in the extremely 
l imited scope of the groups that have to date managed the 
crisi s , one comes to the conc lusion that little progre ss  
on the external debt wi l l  be achieved in the region a s  
long as  the entire i s sue i s  not put in the broad political 
context . S ince the worsening o f  the cri s i s  in late 1 9 8 2  
the f irst important step in  thi s  direction was made a t  
the Quito economic conference held i n  January 1 9 8 4 , the 
conference called in response to an initiative of the 
president of Ecuado r ,  Osvaldo Hurtado . At the Quito 
conference for the first time formal cons ideration was 
given to the debt problem at the pol itical level . The 
regional consensus reached there was that the external 
debt service pol icie s ,  a s  wel l as  the modes and intensity 
o f  adj u s tment , must keep in mind proposals  formulated by 
the Latin American countries  themselves , because the 
whole exerc ise  would fail  in the longer run if the need 
to a s sure economic growth and acceptable l iving conditions 
for the Latin American societies of  the region were for­
gotten during the adj us tment proce s s . Spec i f ically , the 
Quito conference proposed that debt service not exceed 
a rea sonable  proportion of the debtor countries ' export 
earnings . 

This sma l l  progre s s  toward more equitable treatment 
of the Latin American debt servic ing and the adj ustment 
process  was in part the consequence of a wide and diverse 
discussion of the whole indebtednes s  problem that took 
place in Latin America in 1 9 8 2  and 1 9 8 3 ,  l i fting the 
curtain of secrecy that had surrounded that i s sue 
traditionally . The UN Economic Commis s ion for Latin 
America ( ECLA) and the Latin American Economic System 
( SELA )  contributed to thi s debate but so too did a number 
of  academic independent research organi zations qua l i f ied 
to promote a frank debate on the subj ect . In  e f fect , 
these academic institutions paved the way to a more open 
dialogue among governmental and nongovernmental sectors 
af fected by the indebtedne s s  cris i s . 

In  thi s  regard , two institutions j oined forces to 
organi z e  the conference of which thi s  book is  an indirect 
result . The P rogram for Joint Studies on Latin Amer ican 
I nternational Relations ( RIAL )  wi th headquarters in 
Santiago , Chi l e ,  an as soc iation of  Latin American social 
research centers , promoted during 1 9 8 3  a series of meet­
ings in various parts of the region about the external 
debt problems of  Latin America . The other organi zation 
was the Tepoz tlan Centre , a sma l l  Mex ican think tank 
dedicated to ref lection and debate about fundamental 
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que stions concerning contemporary developing soc ieties in 
Latin America and e l s ewhere . Joint ef forts of the se 
two institutions translated themse lves into a conference 
that took place in the Tepoztlan Centre , Morelos , Mexico, 
in July 1 9 8 3 . This book repre sents in a way a follow-up 
of that gathering . The authors of  several of  the 
chapters  included in thi s  volume participated in the 
above-ment ioned encounter ,  the ma j or conc lus ions of which 
are reported in the Preface . 
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Global and Regional I ssues 
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External Debt of Developing 
Countries in  Late 1 983 

Dragoslav Avramovic 

I n  the fall  of 1 9 8 3 , forty to f i fty develop ing 
countries engaged in debt-reschedu l ing negotiations . 
The se countries inc luded twe lve of the twenty largest 
debtors ,  accounting for more than hal f  of the total debt 
of deve loping countries . No immediate prospects for 
rel ief were in s ight . I nterest rates in real terms were 
almost as  high a s  at the peak of  the internationa l credit 
crunch of mid- 1 9 8 2 , which was the immediate cause of the 
debt cri s i s , and no improvement had taken place in the 
average maturity of the debt . Export commodity prices  of  
deve loping countries had improved from the low point of 
November 1 9 8 2 ,  but new pressures on sensitive commodity 
markets had appeared s ince the summer o f  1 9 8 3 . Capital 
market lending to developing countries had not recovered 
from the near col lapse of Augu st 1 9 8 2 . The debt­
reschedul ing and emergency- f inancing operations arranged 
at great effort during late 1 9 8 2  and early 1 9 8 3  wou ld be 
running out in most cases dur ing 1 9 8 4 ,  and new arrange­
ments had to be made , frequently under more diff icult 
c ircumstances than the first  round . Deflationary 
pre s sures on the maj or developing debtor countries had 
a l ready taken the i r  tol l  in reduced real income s and in­
creased unemployment . Soc ial and pol itical tens ions were 
on the increase in large parts of the deve loping world a s  
1 9 8 3  drew t o  a close . 

I n  an earl ier study of the debt problem of  deve lop­
ing countries I argued that over the long run the r i sk of 
debt fai lure was sma l l , provided the present cri s i s  was 
successfully handled . 1 Most of the heavi ly indebted 
countries have proved that they can absorb modern 
technology , organ i z e  e f f ic ient production , penetrate the 
internationa l market at extraordinary speed , and give 
prior ity to meeting their  external financ ial obligations 
under most c ircumstances . Thi s argument still  stands . 
I a l so emphas i zed that over the short and medium term the 
r i sk of transfer  dif ficulties  and interruptions in pay­
ments was acute in many cases because of the adverse 
movements in the terms o f  trade , a large overhang of  
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short-term debt , exces s ive interest rates on the part of 
the debt , uncertainties  concerning future capital market 
lending , insuffic ient access  to product markets , and 
lapses in dome stic f inanc ial policie s . This risk has now 
material i z ed .  I also  stated that the extent and duration 
of the trans fer problem would depend in part on the 
will ingnes s  of the international community to cope with 
the present l iquidity c r i s i s  and in part on the wi l l ing­
ne ss  of debtor countries to improve on the ir performance 
in several critical area s , and it was concluded that a 
failure to resolve the short-term prob lem quickly and 
decis ively might af fect adversely the long- run future . 

The need for a comprehens ive program has now become 
even more urgent . Failure to adopt it wil l  lead to a 
further sharpening of  the interna l diff iculties in some 
maj or debtor countries because of the pres sure of debt­
service payments on an al ready weakened structure � it 
will  prolong the pre sent chaos in external financ ial 
flows of  many deve loping countries and rai se further the 
uncertainties concerning stab i l ity of  maj or parts of  the 
internationa l f inanc ial system �  and it could harm the 
future capac ity to pay of a number of developing coun­
tries , as a continuing low l evel of investment wou ld 
adversely affect their  competitive capacity in the 
international market . 

AMOUNT5 AND PROPORT ION5 

The aggregate external di sbursed public and private 
debt of  a l l  maturities owed by developing countries was 
of  the order of U5$ 7 5 0 - 8 0 0  bill ion at the end of 1 9 8 2 . 
The long- and medium-term portion wa s e s t ima ted at about 
US$ 6 0 0  b i l l ion . 2 The short-term debt , of a maturity 
under one year , was estimated at U5 $ 1 5 0 - 160 b i l l ion . 3 
Thi s  latter amount may wel l  be an understatement : In  
most recent l iquidity crises  the actual amounts of short­
term debts turned out to be higher than the estimates . 

About 7 0  percent of  the aggregate debt and an even 
higher proportion of debt service are accounted for by 
twenty countries . The individual country f igures are 
set forth in Tab l e  1 . 1 .  

The largest debtors in absolute amounts--Bra z i l , 
Mexico , Argentina , 50uth Korea , and Vene zuela , together 
accounting for U5$ 2 9 0  b i l l ion or almost two- f ifths of  
developing-country total debt--do not  invariably carry 
the largest debt per capita or as  a proportion of gro s s  
national product ( GNP ) . Debt per capita i s  highest in  
I srael ( U 5 $ 5 , 4 3 7 ) , followed at a cons iderable distance by 
Venezuela ( US $ 2 , 1 3 9 ) , Chile  ( US $ 1 , 5 9 4 ) , and Portugal 
( U5 $ 1 , 4 2 4 ) . Argentina , Mex ico , and South Korea are 
farther down . Bra z i l  i s  in the middle of the l i s t  
( U 5 $ 7 7 1 ) , and Indonesia , Paki stan , and I ndia a r e  at the 
end , with the latter at U5 $ 2 9  per capita . As a proportion 
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Table 1 . 1  Larges t  Debtor Countries ( debt in bi l l ions of U . S .  
dol lars ) 

Brazil 
Mexico 
Argentina 
South Korea 
Venezuela 
I s rael 
India 
Indonesia 
Phi lippines 
Yugos lavia 
Algeria 
Chile 
Turkey 
Egypt 
Portugal 
Nigeria 
Peru 
Morocco 
Colombia 
Pakistan 

Aggregate Disbursed Debt 
( long- , medium- , and 
short-term) 
Mid-1983 End 1981 

93 . 0  70 . 0  
85 . 0  7 2 . 0  
40 . 0  3 5 . 7  
39 . 0  3 2 . 8  
33 . 0  1 8 . 9 
2 1 . 5  18 . 0  
2 0 . 0  
2 0 . 0 
2 0 . 0  1 5 . 8  
2 0 . 0 20 . 0  
18 . 0  1 7 . 8  
1 8 . 0  1 5 . 0  
16 . 2  1 5 . 5  
16 . 0  1 5 . 0  
14 . 0  10 . 0  
1 3 . 0  
1 1 . 6  9 . 7  
1 1 . 0  
10 . 0  

9 . 0  8 . 8  

Long- and Medium-Term Debt 
Disbursed Debt Service 
Debt End Paid in 
1981 1982 

65 . 6  18 . 5  
5 4 . 4  15 . 2  
20 . 0  4 . 9  
20 . 8  4 . 8  
1 4 . 9  7 . 8  

19 . 4  1 . 7  
1 8 . 2  3 . 4  

9 . 5  2 . 1  
1 6 . 8  4 . 7  
17 . 0  4 . 8  
1 2 . 3  3 . 3  
14 . 1  1 . 9  
14 . 0  2 . 4  

6 . 0  1 . 9  
7 . 3  1 . 9  
8 . 0  1 . 9  
6 . 0  1 . 1  
8 . 8  

Source : Organization for Economic Cooperation and Development, 
External Debt of Develo�ing Countries : General Survex 1982 ( Pari s , 
December 1982 ) ; press reports . 

o f  GNP , debt i s  again larges t  in  I srael ( 1 0 5 . 0  percent ) , 
followed by Ch ile  ( 6 2 . 3  percent ) and Morocco ( 6 1 . 2  per­
cent) . South Korea , Peru , Egypt , and Portugal follow .  
The median value i s  s l ightly above 5 0  percent , with 
Mexico marginally above ( 5 3 . 1 ) and Bra z i l  ( 3 4 . 7 ) , 
Yugoslavia ( 3 1 . 8 ) , and particu larly India ( 1 1 . 3 )  
substantially down . Tables  1 . 2  and 1 . 3  in the chapter 
appendix provide detai l s . Changes from the earl ier 
study are marginal . � 

The newly indu stria l i z ing countries carry mo s t  of 
the debt , but they are not the only debtors . The low­
income countries ( under US$ 6 0 0  capita ) owe US $ 1 1 0  b i l l i on 
or 1 8  percent o f  the total developing-country medium- and 
long-term debt ( at the end of 1 9 8 2 ) . The proportion of 
their exports absorbed by service on thi s  debt ( debt­
service ratio)  amounted to 23 percent in 1 9 8 2 , barely 
lower than for the newly industria l i z ing countries and 
higher than the 19 percent average for the developing 
countrie s ,  inc luding the Organi z ation of  Petroleum 
Exporting Countries ( OPEC ) , a s  a 9roup ( see Table 1 . 4  in 
chapter appendix ) . I n  addition , 1t is  in the low- income 



countries where most of  the payments arrears are 
encountered : Twenty of the thirty-three countries 
spec if ically ident i f i ed as  having arrears at the end of 
1 9 8 2  were at or below US $ 6 0 0  per capita income . 5 
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The rise  in debt and debt service reflected in part 
the great inflation of the last decade . It was accom­
panied by a sharp increase in the nominal and real value 
of  output and exports in  mos t  cases . Debt and debt 
service rose even faster , however .  As a resul t ,  the debt­
service ratio rose  by some 50 percent between the early 
1 9 7 0 s  and the early 1 9 8 0 s  ( Table s  1 . 4  and 1 . 5  in the 
chapter appendix ) . Its  average level in 1 9 8 1 - 8 2  of  2 0 - 2 5  
percent o n  medium- and long- term debt was not out of  l ine 
with the ratios recorded for Canada , Austra l ia , Argentina , 
and the Union of South Africa--the traditional succe s s ful 
borrowers--in the early 1 9 0 0 s  and the 1 9 2 0 s . 6 The ratio s 
were much higher , however , when the repayments of short­
term debt are inc luded : In  f ive case s , aggregate debt 
service exceeded the total value of debtor-country 
exports in 1 9 8 2 . ' The continuing rollover of short-term 
debt and long-term capital inflow without interruption 
are cruc ial for the maintenance of debt service in such a 
situation : The breakdown in these and the col lapse of 
world trade led to ma s s ive defaults in the 1 9 3 0 s ,  at an 
even lower level of  debt- service ratios than at present 
( Table 1 . 6  in chapter appendix ) . 8 

DEBT-SERVICING TERMS 

It is not the absolute amounts of the debt , but the 
unfavorable terms of servicing for maturity and interest  
that now pose the most formidable problems in most  cases . 
First , periods o f  repayment are too short . At the 
amort i z ation ( repayment ) rate of 1 9 8 2 ,  the aggregate 
medium- and long-term debt of developing countries would 
be retired in seven and a hal f  years . 9 This  i s  shorter 
than the l ife of mos t  deve lopment pro j ects . Dur ing the 
last few years , according to competent observers ,  there 
occurred a remarkable shortening of debt maturities in a 
number of  countries , resulting apparently from the re­
placement of maturing medium-term bank credit by shorter­
term 10ans . I O Furthermore , short-term credit was with­
drawn in a number of cases . Prior to 1 9 8 1 , short-term 
debt was a lmost automatical ly rol led over , a s  it  f inanced 
mostly current trade . In  the debt cri s i s  of 1 9 8 1 - 8 2  
thi s  practice stopped , and a number o f  developing coun­
tries experienced a sudden need to repay mas s ive amounts 
out of  dwindl ing or nonexistent exchange reserve s . 
Particularly af fected were interbank credit l i nes , but 
ordinary trade credits were not spared . 1 1  What was 
happening in recent years  may be cal led debt reorgani­
z ation in reverse:  Longer-term debts were partly 
converted into short-term ,  and some of the short-term 
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debts were cashed in . 
Second , real interest rates are at a l evel that an 

average debtor wi l l  f i nd hard to sustain . More than 
US $ 3 0 0  b i l l ion of the debt of developing countries is now 
owed to banks . 1 2 Mos t  of it is contracted at floating 
interest rates and is denominated in u.s. dol lar s . The s e  
rate s , consisting of  the ba se  rate ( mostly London Inter­
Bank Offer Rate--LIBOR--and sometimes u.s. prime ) and the 
margin to reflect " country r i sk , " were running at 1 2  per­
cent on the average in October 1 9 8 3 . The U . S .  prices are 
now increa s ing at 3 - 4  percent per year , giving a real 
rate of  intere st of  8 - 9  percent . The real rate fac ing the 
developing-country borrowers  is even highe r ,  as their  
export commodity prices  have stopped increas ing on the 
average and thei r  prices of export manufactures are 
probably fall ing . For these countries the nominal 
intere st rate of  12 percent can be cons idered at least 
equal to the real rate . 1 3 At thi s  rate the debt burden 
will  be r i s ing with almost mathematical certainty for most 
debtor countries . They wi l l  be compel led to borrow at 
12 percent interest j ust to pay interest ; and debt wi l l  
increase faster than rea l output , resulting i n  a r i s ing 
proportion of  nationa l income being absorbed by debt 
service abroad . The hopes of late 1 9 8 2  and early 1 9 8 3  
that interest rates would fall  toward the ir long-run 
real leve l of  2 percent did not materia l i z e . 

I n  1 9 8 2 ,  service on aggregate medium- and long-term 
debt of developing countries ( amorti z at ion and intere s t )  
amounted t o  US $ 1 2 5  b i l l ion o r  2 1  percent of thi s  c l a s s  o f  
debt principal ( US $ 6 0 0  b i l l ion ) . S ervice on short-term 
debt is  not known , but it must have been substantial . 
For 1 9 8 3 , service on a l l  debt of  the twelve largest 
debtors was estimated at the staggering sum of US $ 1 9 0  
b i l l ion , o r  4 4  percent o f  thei r  aggregate debt 
princ ipal . l � Seven of these twelve debtors , inc luding 
four of the top f ive , requested postponement of payments 
on a part of the debt or emergency f inanc ing . 

PRODUCTIVITY OF LOANS 

A view ha s been expressed by the GATT ( General 
Agreement on Tar i f f s  and Trade ) Secretariat that current 
debt-servicing diff iculties  reflect unproduct ive use of 
funds rather than unfavorable externa l events and d i f f i ­
cul t  debt- servic ing terms : "A  difficulty f o r  the 
financ ial sys tem is posed by the fact that a s ignif icant , 
though not precisely determinable , proportion of the 
additional indebtedne s s  incurred in the 1 9 7 0 s  repre sents 
what i s  best cal led ' deadweight debt ' --that is debt to 
wh ich there correspond no additional production fac i l i ­
ties f rom which t o  service it . " l s 

The World Bank has di sagreed with th is  diagno s i s  and 
argued that on the whole the deve loping countries used 
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borrowed funds product ively . 1 6 E s sentially the same 
argument has been made by the Bank of England . 1 7 Wi l l iam 
C l ine of  the Washington-based Institute for I nternational 
Economic s  in a recent study found that " it wou ld be in- .  
accurate t o  conc lude that the bulk o f  the debt contracted 
has failed to go into productive inves tment s �  the 
evidence tends to indicate that most borrowing was 
productively used . illS • 

I n  the earl ier study I argued that the economic 
results  achieved by the newly industria l i z ing countries-­
the ma j or debtors--have in most cases met the long- run 
debt- servic ing-capacity requirements .  The latter have 
been defined as a continuing growth in per capita pro­
duction and the underlying proces s  of rapid accumulation 
of productive cap ita l , so that the inc idence of debt 
service fal l s  on a part of the increment in per capita 
income and a l lows the domestic consumption and inves tment 
to rise  pari  pas su with the growth of  debt servic e . 
Spec i f ical ly , I argued that over the preceding two 
decades : 

1 .  The rates of  growth o f  gro s s  product ,  in the 
aggregate and per capita , had been impres s ive 
and susta ined � the aggregate had surpas sed the 
growth rates recorded in the industria l i z ed 
countries by a substantial margin , and the per 
capita income growth , after a moderate lag in 
the 1 9 6 0 s ,  had exceeded that of  the indus­
tria l i z ed countries in the 1 9 7 0 s . An  important 
exception had been the low per capita growth rate 
in the indu strial i z ing countries o f  Sou th Asia 
and particularly in Africa south o f  the Sahara . 
For developing countries a s  a whole , the 
aggregate growth rate in the 1 9 6 0- 1 9 8 0  period 
averaged 5 . 8  percent and the per capita rate 
3 . 5  percent per annum . 

2 .  The growth achievement had been a resu l t  of the 
capacity to absorb modern technology and to 
organize  e f f ic iently low-cost production , after 
an initial period of  infancy . The share of 
manuf acturing in gros s  dome stic product ( GDP ) 
in  Latin America , southern Europe , southern 
Asia , the Middle East , and northern Africa 
averaged some 2 3  percent in the late 1 9 7 0 s  
compared t o  1 9  percent i n  1 9 6 0 �  i t  was 
approaching the share that obtained in the 
deve loped countries ( 2 7 percent ) . A number of 
developing countries  had ceased to be the 
periphery of the world economy and had become 
industrial centers in thei r  own right . 

3 .  Accelerated industriali zation l ed to divers i f i ­
cation of  the export struc ture of  the newly 
indu strial i z ing countries . Manufactures in 1 9 8 3  
accounted for s l ightly more than one-half  of  the 
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total exports of eastern and southern As ia and 
southern Europe , compared to l e s s  than 3 0  per­
cent twenty years before . The Latin American 
progre s s  had been l e s s  rapid unti l  a few years 
ago , but there had been a ma j or upsurge in the 
late 1 9 7 0 s ,  led by B ra z i l ian automotive exports .  
The developing countries ' overall  exports of 
manufactures had conti nued to grow in the 1 9 7 0 s ,  
a s  they had i n  the 1 9 6 0s ,  a t  an average annual 
rate of 12 percent ( in constant 1 9 7 8  price s ) , 
compared to 8 . 5  percent for total world trade in 
manu f actures in the 1 9 7 0 s . I t  must be added , 
however , that vas t  areas of  deve loping countries ,  
including the newly industrial i z ing ones , rema in 
ma j o r  commodity suppl iers to the world markets 
and continue to be exposed to vici s s itudes of 
demand and prices . Th is  is  particularly the 
case with Latin Amer ica , the As sociation of 
Southeast As ian Nations ( ASEAN) , and parts of 
the I ndian subcontinent . 

4 .  Investment had been increas ing faster than 
aggregate production , indicat ing a ris ing share 
of the plowback into future capacity to produce .  
As a resu l t ,  the rate of investment as  a pro­
portion of GOP in developing countries had showed 
an upward leap from 19 percent to 26 percent 
between 1 9 6 0  and 1 9 8 0 ; it was above the level in 
the industriali z ing countries by the late 1 9 7 0 s ,  
i n  the reckoning o f  the World Bank . 

5 . National saving s rates had risen on the average 
by a third . Within thi s , an enormous upward 
shift had occurred in eastern Asia , from under 
1 0  percent of  income in 1 9 6 0  to almo st 24 per­
cent in 1 9 7 7 . A remarkable increa se had also  
occurred in southern As ia , f rom 1 2 . 5  percent to  
1 7 . 6  percent of income . I n  Latin  America and 
southern Europe , nationa l savings had only kept 
pace with income , at leve l s  averaging about 2 0  
percent . 

6 .  For a succ e s s ful  outcome of a growth process  
f inanced partly by  fore ign borrowing , it is  
cruc ial that the gap between inve stment and 
savings , initially large , starts clos ing a s  
growth proceeds , t o  be ul timately replaced b y  a 
surplus that  will  be u sed to retire the debt if  
neces sary . I f  the gap starts fall ing as a 
proportion of  income , the debt wi l l  cease to 
grow at a certain poin t ,  and the ent ire borrow­
ing proce s s  wi l l  be self- l iqu idating . The 
available data suggested that despite the rise  
in the price  o f  imported o i l , the gap in the 
current account as a proportion of GOP had 
fal len in both eas tern and southern As ia between 
1 9 7 0  and 1 9 7 7 . I t  had increased moderately in 



Latin Amer ica and more sharply in southern 
Europe . For developing countries as a who le , 
i t  had dec l ined . 1 9 
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Despite the above evidenc e ,  the GATT Secretariat has 
a point concerning wasteful use of  foreign loans . For 
one thing , a part of cap i ta l  inflow was off set by capital 
exports in some countries ; it  wa s u sed for purcha ses  of 
mil itary supplies  in others ; and there was inappropriate 
use of  public  funds for private benefit  in an unknown 
number of cases . Private capital outf low f rom Mexico 
has been variou s ly estimated at US $ 1 7 - 3 9  bil l ion , 
Vene zuel a  US $ 6- l 8  b i l l ion , Argent ina US$ 8 - l l  bil l ion , 
and B ra z i l  US $ 1 2  bill ion ( 1 9 8 2  alone ) . 2 0 Military 
purchases and fees in Argentina have been quoted at 
US$ l O  b i l l ion . 2 1 S econd , free-trade pol icie s , coupled 
with frozen exchange rate s , led to a ma s s ive increase  in 
imports financed by foreign borrowing , without a 
corre sponding increa se in domestic capital formation . 
Instead of resu lting in  improved resource a l location 
claimed for them, such pol icies  led to excessive foreign 
competitive pres sure on domestic produc t ion , increased 
unemployment , and large external debt . Thi s happened in 
Ch ile . 

Ma j or commerc ial banks have not been anxiou s  to sell  
thei r  loans to  ma j or developing debtor countries . There 
i s  a l imited secondary New York market in syndicated loans 
to Latin American governments . The sellers are sma l l  
u.s. regional banks and the European bank s . I n  early 
1 9 8 3  the di scounted paper inc luded Bra z i l ian and 
Vene zuelan loans , and the di scount s ranged between 5 per­
cent and 1 2 . 5  percent of  face value . It  was stated that  
the b igger banks are  reluctant to  s e l l  because  they do 
not want to take write-offs . 2 2  Another explanatio n ,  
of fered t o  m e  by a prominent London inves tment bank , wa s 
that large commercial banks wanted to stay in ma j or 
developing debtor countries in view of their favorable 
long-run growth prospects even though the banks were 
reluctant to increa se their current exposure . The 
Japanese  banks , required by the government to set as ide 
a special reserve against losses on the ir doubtful 
foreign loan s ,  made only nominal provis ions with respect 
to their maj or borrowers . I t  was unofficially reported 
that the banks set as ide funds equal to around 50 percent 
of the maximum allowed in the cases of loans to Poland , 
Vietnam ,  Cuba , and Z aire ; 2 5  percent in the cases of 
Bol ivia , Honduras , Costa Rica , Romania , Senegal , and 
Sudan ; 1 0  percent in the cases of Yugoslavia and L iberia ; 
and only 5 percent in the case of loans to Mexico , 
Argentina , Braz i l , and Vene zuela . 2 3 
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EXTERNAL FORCES 1 9 8 1 - 1 9 8 2  

During 1 9 8 1  and 1 9 8 2  the developing countries were 
exposed to three shocks of  ma j or proportions and in rapid 
succe s s ion . They were the main cause of debt- servicing 
troub les  in most ma j or debtor countries . First , commodity 
prices fe l l  sharply a s  the world recession became deeper 
and more wide spread and a s  the upswing in interest rates 
forced sales f rom commodity inventories , the cost of 
carrying them having become increas ingly prohibitive . 
Export commodi ty prices other than o i l  in 1 9 8 2  were on the 
average 3 0  percent down from the average of 19 8 0  . . The 
pre sident of the World Bank estimated that between 1 9 8 0  
and 1 9 8 2  the annual export revenue o f  developing coun­
tries dropped US $ 4 0  bi l l ion , as a re sult of  fall ing 
prices of non fuel commodities and stagnation of other 
categories of developing- country exports . 2� 

Second , the upward shi f t  in the international rate 
of  interest not only meant a sharply increa sed cost of 
new borrowing but a l so l ed to a revaluation of charges  on 
the existing debt contracted at f loating intere st rates 
( see the section on "Debt-Servicing Terms " ) . From 1 9 7 8  

t o  1 9 8 1 ,  LIBOR doubled , and according t o  the managing 
director of the I nternational Monetary Fund ( IMF ) , 
interest payments by the nonoi l  developing countries on 
their  long-term fore i gn debt alone rose by some US $ 2 3  
b i l l ion . Furthermore , the average maturity shortened . 
The pres ident o f  the World Bank estimated that the annual 
debt service for medium- and long-term debt went up 
US $ 3 7  b i l l ion between 1 9 8 0  and 1 9 8 2 . 2 5 According to 
the Organi zation for Economic Cooperation and Develop­
ment ( OECD ) , the increa se amounted to US $ 3 3  b i l l ion for 
non-OPEC countries and US $ l l b i l l ion for OPEC , or a total 
of US $ 4 4  b i l l ion between 1 9 8 0  and 1 9 8 2 . 2 6  A continuing 
appreciation of  the U . S .  dol lar has been an additiona l 
element hardening the terms of debt servicing. 

Third , in August 1 9 8 2  international capital market 
lending to developing countries , mostly syndicated bank 
lending, nearly collapsed . In the period S eptember­
December 1 9 8 2 ,  this  l ending wa s running at US $ 1 9  b i l l ion 
annual ly; compared to US $ 5 1 b i l l ion in 1 9 8 1 ,  a shortfal l 
of  US$ 3 2  b i l l ion . For o i l - importing countries  alone , 
thi s  shortfall  amounted to US $ 3 0  bill ion . 2 7 

The aggregate adverse swing for non-OPEC developing 
countries , resul ting from fal l ing export revenue , ris ing 
debt- servic ing costs , and the fall  in capital market 
borrowing, amounted to about US $ 1 7 0  b i l l ion over the two 
years 1 9 8 1  and 19 8 2 . 2 8 The s ituation in 1 9 7 9  and 1 9 8 0  
was already quite diff icult for tho se countries , a s  th ey 
had j ust sustained the second oil-price increase . 

Although the o i l - importing countries were carrying 
the brunt of  the adversity ,  the oil-exporting countries 
did not escape it . The volume fell sharply fol lowing the 
1 9 7 9  price increa s e ,  the recession , and the chaotic 
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marketing condit ions , leading t o  a large reduction o f  
export and f i scal revenue . The exports o f  OPEC countries 
in 1 9 8 2  amounted to US $ 21 3  b i l l ion , compared to U S $ 2 9 5  
bill ion i n  1 9 8 0 ,  a decl ine o f  US $ 8 2  bil l ion o r  2 8  percent . 
The cumulative decline over the two-year period 1 9 8 1- 1 9 8 2  
amounted to US $ 1 0 5  bill ion . 2 9 The few surplus-oil  
countries recouped a part of  their revenue decl ine through 
h igher earnings of intere st on their foreign bank deposits  
and s imilar as sets abroad . For  the maj ority of oil­
exporting countries there was no  such remedy , and they 
went through a deflationary experience s imilar to that of  
many o i l - importing devel oping countries • .  

EXTERNAL FORCES 1 9 8 3  

Export commodity prices o f  nonoi l  devel oping coun­
tries improved during 1 9 8 3  as economic activity p icked up 
in the united States , with the a ssoc iated increa se in 
the u . S .  demand for inventories . The price o f  oil  
stabi l i z ed ,  after  much effort , through a col l ective 
action of OPEC and non-OPEC exporters , commonly concerned 
about the potentially disastrou s f inancial  e f fect of a 
continuing s l ide in the oil  commodity market .  3D The 
commodity s ituation remained uncertain , however . I n  
S eptember 1 9 8 3  the dollar price index of export commodi­
ties o f  deve loping countries other than oil was 16 per­
cent higher than its bottom l evel of  November 1 9 8 2 ,  but 
sti l l  2 2  percent lower than the precris i s  average of 1 9 8 0 . 
Prices of meta l s , which had led the price recovery in 
early 1 9 8 3 , started weakening again after the summer of 
1 9 8 3 , perhaps presaging a new slowdown in the indus­
trial i zed countries . 3 1  Nominal intere st rates were lower 
than their peaks recorded f rom t ime to time in 1 9 8 0-
1 9 8 2 ,  but they remained high in rea l terms . Net bank 
lending to nonoi l  developing countries in the f irst  half 
of 1 9 8 3  was reported at US $ 5 . 8  bi l l ion , that i s ,  at an 
annual rate half of  that in 1 9 8 2  and one-quarter o f  the 
prec r i s i s  level of 1 9 8 1 . 3 2 In summary , the internationa l 
situation at the end o f  1 9 8 3  wa s somewhat easier than 
in 1 9 8 2 ,  mainly due to a partial  recovery in commodity 
price s ;  but in the meantime the internal s i tuation in a 
number of debtor countries had become worse a s  deflation­
ary programs. took their tol l . 

EMERGENCY ACTION IN 1 9 8 2  AND 1 9 8 3  

A series o f  international mea sures was undertaken , 
swi ft under the circumstances , to cope with the mos t  
critical country situation s . The se mea sures , usually 
initiated by the U . S .  government and orchestrated by the 
IMF , included a s s i stance by central bank s of some key 
creditor countries and some of their offic ial agenc ies , 
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" involuntary " lending b y  creditor conunercial banks , 
bridging a s s i s tance of  the Basel-ba sed Bank for I nter­
national S ettlements ( B I S ) , and drawing s on the IMF . 
The arrangements were short term ,  and the amounts pro­
vided were tight . The s i tuation was shored up in 
dif ferent degrees for the time being , but further actions 
are virtually inevitable . The bankers ' views on the 
continu ing gravity of  the problem leave l ittle room for 
doubt : 

The internationa l  debt situation i s  far more 
seriou s  than anticipated a year ago . Solutions 
were found for the ma j or debtor countries , but 
they are strictly short-term . If we are lucky , 
the packages that were put together for 1 9 8 3  wi l l  
actua l ly hold unti l  the end of  the year , but • • •  
thi s  i s  not certain . Moreover , the arrangements 
that wil l have to be agreed on for 1 9 8 4  for many 
debtor countries will  be d i f f icult to arrive at • 

. • . I t  i s  going to be extremely diff icu l t  to 
make the additiona l net funds avai lable which 
will be neces sary every year to keep the deve lop­
ing countries going . s s  

Although only two of the recent restructuring 
agreements for lesser developed country debt have 
actua lly been s igned , it is already clear that a 
second round of  negotiations i s  inevitable . There 
are several les son s to be learned f rom these  
recent efforts before determining what to  do  next . 
F irst , debt problems wil l  take much longer to work 
out than was thought origina l ly . Second , fear i s  
now mounting that a growing number of countr ies 
will be unable  to cope with the ir post-reschedu l ing 
obl igations . Some countries are al ready having 
trouble keeping their  interest payments current , 
and are unl ike ly to meet their payment schedules 
once the grace period has elapsed . Third , present 
reschedul ing mechanisms are ine f f ic ient . Creditor s 
and key LDC policymakers have been so tied up in 
marathon sessions to patch up current reschedu l ings 
that they have been unable to addres s  any of the 
long-term i s sue s . Fourth , it has become clear that 
the debt problem cannot be solved in isolation 
from other problems . Any solution mu st addres s 
a much wider range of economic and monetary i s sues 
than i s  currently be ing cons idered , and packages 
must be paced to an actual increa se in wor ld trade , 
rather than s imply based on the assumption that an 
increase wi l l  oc cur . 

The " re scue package s "  hastily put together by 
We stern governments , internationa l organ i z ations 
and conunerc ial bank s in the first months of 19 8 3 , 
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cannot ultimately reduce the vu lnerab i l i ty o f  the 
international financ ial system so long as new money 
is u sed merely to pay interest . In order for growth 
to be resumed and for conf idence in internationa l 
banking to recover , ad hoc bai l -outs must give way 
to long-term pol ic ie s  geared to a su stained 
recovery . S it 

The flaw in the current strategy is  that there i s  
not enough direct emphasis  o n  LOC growth . We are 
a l l  talking a bout growth , but there i s  too much 
risk that current pol icies  won ' t  be sufficient . 
Without fa ster growth , we are buying not on ly 
economic and financ ial chaos , in my view ,  but 
de facto defaults  on the order not yet seen . S 5  

Carlos Al zamora and Enrique I glesias  have stressed 
that the " rescue scheme s "  have of fered few prospects 
for economic growth as the additiona l resources commi tted 
by the banks , the IMF , and others have not been suf f icient 
for payment of  interest . Coupled with other unfavorable 
factors , primarily export cris i s , thi s  has led to dome stic 
diff iculties  that have aptly been ca l l ed " international i ­
zation " o f  the world recess ion . Dome stic interest  rate s 
in the debtor countries have skyrocketed to leve l s  in 
real terms that do not seem credibl e : in some cases 3 0-
4 0  percent per year . The domestic f inancial cri s i s  i s  
now increasingly seen as a more intractable problem than 
the inabil ity to pay foreign creditors . 3 6  I n  fact , both 
are interrelated as resource dra in to pay debt service 
is  accompanied by domestic rec e s s ion that l eads to 
underuti l i zation of capac ity and unemployment of labor : 
The def lationary pol icy compounds the i r  e f fect . Serious 
weakening of  the f inances and ab il ity to grow of many 
enterpri se s  in developing countries ha s occurred : H igh 
cost o f  borrowing, dec line s  in sales due to both the 
domestic and the international recessions , and de­
valuations that have raised enormou sly the cost of debt 
servicing have caused corporate distre s s  on a wide geo­
graph ical bas i s - -Argentina , Bra z i l , Ch ile , Ecuador , 
Korea , Mexico , Ph i l ippine s ,  Turkey . Lag in new invest­
ment and replacement leads to obsolescence that will  
affect the capacity to compete in the international 
market : " Brazil ian bu s ine s smen bel ieve that , i f  the 
squeeze goe s  on much lonier , the best of the country ' s  
indu stry will  col lapse . "  7 

Uncerta inty as  to where the deflationary pre s sure 
on the developing debtor countries wil l  ultimately lead 
has recently been expressed by the governor of the Central 
Bank of the Federal Republ ic of  Germany , an institution 
not known for f inanc ial laxity : 

with remarkable f lexibil ity and in a striking act 
o f  international cooperation a number of centra l 
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banks , the IMF and the large commercial banks 
averted the worst in August last year . S ince 
then we have been in a period of permanent cri s i s  
management . I am not b y  any means us ing thi s  
term i n  a derogatory sense . We need c r i s i s  
management in order t o  ga in time t o  correct faulty 
developments on a durable bas i s ; but we should not 
succumb to the i l lus ion that crisis  management 
itself  is the solution . 

An outstanding role in the process  of c r i s i s  manage­
ment is played by the I nternationa l Monetary Fund . 
I t  has imposed tough conditions on the countries 
concerned . Thei r  pol itical and social consequences 
are not completely foreseeable ,  at least not for 
me . I can also  understand that the que stion i s  
increas ingly being asked whether the IMF ' s  
philosophy i s  at a l l  applicable to the problems 
of the countries with which we are now concerned . 
As we a l l  know , the philo sophy of  the IMF wa s 
deve loped in 1 9 4 4  in Bretton Woods for quite 
different cases , namely for overcoming temporary 
balance-of-payments disequi l ibria on the part of 
developed countries , whereas today ' s  acute cases 
involve mainly long-term structural problems of 
developing countries . Current-account deficits 
are , of  course , completely normal for rapidly 
deve loping countries such a s  B ra z i l  or Argentina . 
I t  i s  only by thi s means that they are able to 
import real re sources . This is why it is an un­
satis factory state of affairs  that in the train of 
the adj ustment process  imports of capital goods , 
and hence the future growth potential of the se 
economies , also  have to be restricted . The 
exceptionally heavy debt-service burden , which in 
many cases is higher than export receipt s , l eads 
to the undesirable result that a transfer of 
real resources takes place in the oppo site 
direction to the one that i s  necessary . 3 8 

INTERDEPENDENCE 

The depression in ma j or debtor countries has had 
adverse trade effects on the outs ide world and may have 
adverse ef fects on the international f inanc ial system .  
Cance l lation and po stponement of a number of ma j o r  
investment pro j ects in Bra z i l ,  Mexico , Indonesia , N igeria , 
Phil ippine s ,  Venezue la , Yugoslavia , and Egypt , as  wel l  
as  in other countries of  the Middle East , have af fected 
the suppl iers in both the more advanced deve loping 
countries  and the developed countries . As capital -goods 
exports dominate the European sales , the latter have 
suf fered : Exports to Mexico from the Federa l Republ ic of 
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Germany i n  the first e ight months o f  1 9 8 3  fell  by 5 7  
percent , t o  Vene zue la by 4 8  percent , and to Bra z i l  by 
2 7  percent , compared to the first  eight months of 1 9 8 2 . 3 9 
British exports to Argentina in the same period fell  by 
9 1  percent , to Mexico by 5 1  percent , to Venezuela by 4 7  
percent , and to Chi le by 2 2  percent . � o  I n  the case of 
the United State s , a wide range of manufactured and 
agricultural exports was affected . Total exports to non­
OPEC countrie s fe l l  by 4 6  percent between the first hal f  
of 1 9 8 1  and the f i rs t  half of 1 9 8 3 , and exports t o  Mexico 
by 5 2  percent . " The depre s sion in the non-OPEC develop­
ing countries has had a much greater adverse effect on 
our [ U . S . ]  exports than the appreciation of the dol lar . "� l 

Another victim of the debtors '  depres s ion has been 
the trade among deve loping countries : The import 
capacity of those affected by the cri s i s  has fal len 
sharply whi l e  the capacity o f  developing-country exporters 
to provide export credit has been drastical ly curtailed 
in l ight of  thei r  own acute shortage of convertible foreign 
exchange . Braz i l ' s exports to the rest of Latin America 
dropped from US $ 5 . 5 b i l l ion in 1 9 8 1  to an estimated 
US $ 1 . 7  b i l l ion in 1 9 8 3 , and a Yugos l av o i l  exploration 
enterpri s e  had to withdraw from pro j ects in four coun­
tries . � 2 The reduction in the intratrade and investment 
of developing countries came at a time when it was most 
needed to o f f set in part the consequences  o f  slow growth 
in the re st of the world economy and to contribute to its 
recovery . 

Loans to developing countries are a small  proportion 
of  total bank loan s ,  but they are a large proportion of 
bank capital . In  periods of payments diff iculty , the 
attention inevitably shifts to the latter : It is bank 
capital that ultimately serves to meet depos itors ' claims 
if the loans the bank has extended fail . At the end of 
1 9 8 1 ,  the u . s .  banks had outstanding loans in developing 
and East European countries of  about US $ l O O  b i l l ion ; 
thi s  compared with tota l capital of the th irty largest 
U . S .  banks of  US$ 4 0  bill ion . The hundred largest non­
U . S .  banks had an estimated total of  outstanding loans in 
the two areas of US $ 2 0 0  bill ion ; against this  they had 
total capital of  US $ 1 2 0  bi l l ion . � 3 The expo sure of banks 
on the average was 2 0 0  percent of capital . Most of the 
U . s .  banks ' expo sure is in deve loping countries ; most of 
the East European debt is owed to non-U . S .  banks . � �  

Loans to Mexico in mid- 1 9 8 2  amounted to US $ 6 4 . 4 
b i l l ion , of wh ich US $ 2 4 . 4  b i l l ion was owed to U . S .  banks . 
As a proportion o f  capital the loans ranged , for ten 
ma j or U . S .  banks , from 4 0 . 0  percent to 6 6 . 7  percent . � � 
I t  wa s with respect to one of  these that " about noon on 
1 9  August 19 8 2  rumours swept through Wal l Street that a 
ma j or U . S .  bank was going to fai l . Bank stocks plunged . 
According to the rumours Mexico was about to defaul t on 
its fore ign debt , and thi s  would undermine the unnamed 
bank . Could thi s  be the beginning of a panic and 



2 0  

chain-reaction col lapse ? " � 6 Rumors about Mexican 
exposure were enough to make Manufacturers Hanover , the 
fifth- largest u.s. bank in terms of capital , support the 
prices of its own bond i s sues on Friday , August 2 0 ,  1 9 8 2 . � 7 
By that time action was al ready wel l  under way by the 
u.s. Treasury to inj ect funds into Mexico . � 8 

I n  the case of  Bra z i l , which owe s to u.s. banks about 
US$ 2 2  bill ion , exposure to capital for ma j or banks ranges 
from 4 3 . 9  to 7 7 . 7  percent . � 9  Share prices of a number of  
these f e l l  sharply in New York on October 2 1 ,  1 9 8 3 , 
apparently as  a result of  renewed apprehens ion that 
continuing d i f f iculties in Bra z i l - IMF negotiations , 
sharpened by the confl ict over the IMF insistence on a 
reduction o f  Bra z i l ian wages , would make it impo s s ible to 
reach agreement on a new " package " of  financ ial and pol icy 
measures by a scheduled date in November . 5 0  A week later 
it was reported that commerc ial banks were exerting heavy 
pres sure on the IMF to be more understanding of  the 
pol itical diff iculties facing the Bra z i l i an government in 
the implementation of  its wage policy ,  and it  was felt 
that Bra z i l  should be given more credit for the austerity 
measure s it had already undertaken . 5 1  

C l ine ha s examined the pos s ible ef fect on the u.s. 
financ ial system o f  serious debt diff iculties and pos s ible 
action by the debtors : 

For We stern banks , repudiation of a substantial 
portion o f  loans to developing countries and 
Eastern Europe would be crippl ing . Even wide­
spread moratoria could have a severe impact on 
the banks • . • .  As a hypothetical i l lustration , 
cons ider what would happen i f  Argentina , Mex ico , 
and Bra z i l  were to mi ss  one year ' s  payment on 
princ ipal and interest , and were to do so in a 
sufficiently aggre s s ive way that i"t seemed 
appropriate to write off  fully the payments mi s sed . 
The complete loss  of  one year ' s  payments due from 
these three countries would cause losses equal 
to 2 8  percent of  the capital of  the nine large st 
u.s. bank s even after taking into account of 
off setting prof its on other loans . . . .  These 
three countries owe US$ 3 1 . 3  bi l l ion to the nine 
large st banks , whose capital broadly def ined i s  
only US $ 2 9  bil l ion . F o r  1 9 8 3 ,  debt service due 
( be fore recent restructuring s )  on thi s  amount 

was US $ 1 3 . 7  b i l l ion . P rof its of the se banks in 
1 9 8 2  amounted to US $ 5 . 5  b i l l ion before taxes . 
Thus a loss  of US $ 1 3 . 7  bill ion would cause total 
losses  of  US $ 8 . 2  b i l l ion or 28 percent of  capital , 
and without off setting items generating taxes , 
the se losses would have to be fully absorbed out 
of capital . Al though the resulting cut in capital 
would not cause insolvency , it wou ld mean that 
the banks would have to begin to reduce their 



total loans sharply in order to reestab l i sh the 
5 percent ratio of capital to loans required by 
regulators .  The Wal l  Street Journa l , June 1 0  and 
2 0 , 1 9 8 3 , pointed out that although the capital 
requirement for large banks has not been rigid , 
it  i s  becoming more so as  regulators respond to 
increas ing congres siona l pres sure . A new formal 
requirement of  5 percent capital backing for large 
banks was adopted in mid- 1 9 8 3 . There would thus  
be a multiple reduction in loans . Potentially 
the nine largest banks would have to cut their 
loans outstanding by approximately US $ 1 6 0  bill ion 
as  a result of  a loss  of  US $ 8  b i l l ion of  their 
capital from one year ' s  loss  of  principal and 
interest from Argent ina , Braz i l , and Mexico under 
conditions where these  losses  had to be written 
o f f . Both because of loan cutbacks and because 
of the sharp increase in risk premium , the 
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interest rate could b e  expected t o  rise , caus ing 
recess ionary pres sure . Even i f  the Federal Reserve 
loosened the capital backing of loans temporarily ,  
the potential would exist  for economic shock waves 
through reduced credit avai labil ity to American 
busine s s  and consumers and , a s  a resul t ,  increased 
unemployment . To a considerable extent , the 
sequence of events that would follow maj or bank 
losses  because of country losses  remains un­
charted waters . • • •  To the extent that central 
bank s made loans to the affected private banks in 
an attempt to replace at least partially the 
repayments that otherwi se wou ld have been received 
from countries fail ing to make payments ,  there 
could be inf lat ionary cons equenc e s  . • • • Despite 
the fact that the Federal Re serve could respond 
in a cri s i s , there would be enormous economic 
r i sks  from a large-scale banking cris i s . If a 
wider front of  country defaults were to occur , 
many ma j or banks could become insolvent . For the 
nine l argest banks thi s  re sult would occur i f  
j u s t  Bra z i l , Mexico and Argentina repudiated 
their debt , or i f  a l l  developing and East European 
countries experienced sufficient diff iculty that 
one-third of  their debt had to be written off . 
Normally  bank insolvenc ies are dealt with by 
merger , with a larger , sound bank absorbing the 
bankrupt concern . But in the s ituation just  
described , merger would be  highly unl ikely . There 
would be no bank s larger than the fail ing banks 
to absorb them . In the pa st merger has tended to 
guarantee the deposits  of  all  depos itors . In a 
bankruptcy of the ma j or banks , however ,  it  i s  l ikely 
that only deposits  covered by the Federal Deposi­
tors ' Insurance  Corporation would be guaranteed 
[ in the United S tates ] , a maximum of $ 1 0 0 , 0 0 0  per 
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account . For the u . s .  banking system ,  depo s i t  
insurance covers only 7 3  percent of  total deposit  
value . • • • A truly mas s ive fai lure o f  external 
debt could bring down many ma j or bank s . Regard­
l e s s  of  the emergency public  measures that might 
be mounted in re sponse , the potential economic 
consequences could be devastating . 5 2 

Another element that raises  the risk of chain re­
action among financ ial institutions is substantial 
interdependence o f  bank s . Interbank deposits  account for 
almost  40 percent o f  total Euromarket deposits � in the 
Asian dol lar marke t ,  the proportion is 5 5  percent . 
Domino- style ef fects under these circumstances are almo s t  
inevitable . 

The risks inherent in the situation are reflected in 
low price s o f  bank shares despite high bank profits , in 
some cases very high . As a multiple of  pro f its , the 
share prices of maj or u . s .  bank s with a heavy fore ign 
exposure amounted to 5 : 1 in late October 1 9 8 3 . By 
compari son , the average price-earnings ratio for a l l  
companies l i sted o n  the New York Stock Exchange was 1 4 : 1 . 5 3  
Almo st all  ma j o r  bank share s , it wa s reported , were trad­
ing substantially below book value , in some cases at 
around hal f . 5 �  What bank shareholders were getting 
in dividends they were partly los ing in market valuation 
of  capital:  An unsat i sfactory s ituation reflecting 
market disbel ief in the durabi l ity of  profits  derived not 
from prosperous borrowers but from a squee z e  on their  
s tagnating or fall ing income s . 

THE FUTURE 

Three sets o f  proposals  have been made to deal with 
the debt problem . The first  suggests a continuation of  
present practice s . The second cal l s  for read j ustment of  
debt terms through a takeover by a pub l ic agency of  debt s 
at a discount . The third proposal calls  for an extended 
moratorium . 

Continuation of  present practices i s  the current 
o f f icial  doctrine of most creditor countries . Their 
impl ications , with some modi f ications , were worked out by 
C l ine in what he cal led " a  containment strategy . ,, 5 5 
The strategy was based on the as sumption that OECD growth 
would recover to 3 percent per yea r ,  that  the debtor 
countries would have a lower growth rate than in the past 
( 2 . 5  percent in 1 9 8 3 , 3 . 5  percent in 1 9 8 4 , and 4 . 5  per­
cent in 1 9 8 5  and 1 9 8 6 ) , and that the base real interest 
rate ( London Inter-Bank Offer Rate--LIBOR) would fall  
from 1 1  percent in 1 9 8 2  to  5 percent in 1 9 8 3 ,  4 percent 
in 1 9 8 4 , and 3 percent in 1 9 8 5  and 1 9 8 6 . Behind these 
as sumptions was a bel ie f  that the reduction in the 
developing countries ' current account de ficit  that ha s 
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already taken place due t o  shortage o f  f inance and that 
has mainly a f fected imports can be sustained without ma j or 
pol itical upheaval s  and that the existing " rescue pack­
age s "  are functioning wel l . 5 6 C l ine proposed expansion of 
World Bank lending , expanded export credits , and the 
approval of the IMF quota increase i the latter is crucial 
for succes s  o f  the strategy . Private bank s should con­
tinue new lending at modes t  rates to countries in ad j ust­
ment . I n  extreme cases new approaches may be needed such 
as  the reschedul ing of  interest and the use of  z ero-
coupon bonds ( bonds is sued at a deep discount on which no 
service i s  paid until  maturity ) . C l ine ' s  model shows the 
current account def icit and particularly the debt-burden 
indicators fall ing over time i but for o i l- importing 
countr ies the model implies  a net resource outflow on a 
ris ing scale , with interest payments exceeding capital 
inflow and the debt still ris ing . The analys i s  has the 
merit of showing rea l istically the present pos ition . I t  
caused sharp reactions : that its main concern i s  the wel l ­
being of banks , that i t .  will  stretch t o  the breaking point 
the political and social fabric of  debtor countries , and 
that it is based on too many thing s going right at the 
same time instead of providing for a lender of last 
resort . 5 7 

Many proposals  have been made for a takeover o f  the 
existing debts by a new agency on terms that would in­
volve a reduction of the princ ipa l or interest or both . 5 8 
None o f  them seems to have been thoroughly cons idered by 
creditor-country governments ,  for three reasons : They 
would involve the e stab l i shment of a new agency call ing 
for budgetary resourceS i  they would involve losses  for 
the banks i and debtor countrie s '  bargaining power has not 
been behind them . 

Throughout the debt cri s i s , debtor countries have 
been careful to preserve their good relations with the 
banks . A ma j o r ,  probably deci s ive , reason has been the 
need to preserve acces s  to bank credit . It has been 
more expens ive , but it had proven , unt i l  the debt cris i s , 
more easily ava ilable and more freely usable than credit 
extended b¥ governments or international lending 
agencies . 5 

A solution to the debt problem would have to be 
found that achieves the ob j ective of facilitating sub­
stantially the debt- servicing burden and yet stays within 
two constraints . These are that it preserves acces s  to 
bank credit and that it involves l i ttle , i f  any , budgetary 
outlays of  developed countries . 

One of  the bases for the solution wi l l  need to be an 
understanding between the debtor countr ies and the banks 
that it is in the ir mutual interest  to postpone amortiza­
tion payments for several years , say three to five , whi l e  
preserving intact the debt principal . Such a postpone­
ment would not affect the profit  pos ition of  the banks 
or the va lue of  their as sets . On the other hand , if  the 
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breathing space provided by the pos tponement o f  
amorti zation i s  properly used f o r  expans ion and moderni­
zation of  the production s tructure of  the borrowers , their  
debt- servic ing capacity wi l l  improve , and  th i s  ultimately 
represents the best guaranty o f  debt repayment . 6 0  Two 
corol laries follow .  F irst , the banks need to be satis­
f ied that productive investment wil l  take place . Second , 
payment of  debt-reschedul ing fees and extra interest 
charges ceases to be j u s ti f ied : They are intended to 
compensate the creditor for increased r i sk , and the risk 
will have fallen . 6 1 For a reschedul ing propo sal to be 
seriously cons idered it would be neces sary to identify the 
af fected countrie s , creditors , amounts , classes  of  debt , 
the effects on the debtors and the creditors , the need 
for publ ic support to banks suffering f rom i l l iqu idit¥ � and the role o f  international f inanc ial institutions . 
Some organ i zation of  deve loping countries needs to do 
th is work i a New York banker has sugges ted that the 
centra l banks o f  deve loping countries may establ i sh a 
suitable body that would , among other things , organ i z e  
and manage debt-reschedul ing exercises . 6 3 Such a body 
could be a counterpart of the Institute of I nternational 
F inance , recently establ ished by ma j or creditor bank s . 
One o f  the aims of the institute i s  the provision of  " a  
convenient forum through which individual country borrow­
ers can pre sent to lenders information concerning the ir 
borrowing needs . "  There i s  no reason why the borrowers 
could not do thi s  collectively and why borrowing needs 
could not include postponement o f  amorti zation . An 
understanding would a l so need to be reached concerning 
modal ities o f  revi sion of  the arrangement and conditions 
under which amort i zation payments would be resumed before 
the expiration o f  the po stponement . 

Scal ing down the rate o f  interest i s  crucial not 
only for the countries in debt-servic ing d i f f iculties , 
but for a l l  developing countries that borrow abroad : 
Not only wi ll  their  future debt- servic ing burden be very 
large at present rate s , but the range of  investment 
pro j ects that can be undertaken has narrowed down , thus 
dampening the rate o f  investment , growth , and the 
as soc iated debt- servicing capac ity . Furthermore , the 
i s sue of intere st rates is critical for the developed 
countries a s  wel l :  As long as  the present rate s last it 
is  d i f f icult to expect a revival of  pr ivate inve stment , 
and government budgets operating under an enormous burden 
of  intere st payment s ( and armament spending ) are not in a 
position to accommodate a satis factory l evel o f  pub l ic 
inve stment . 6 � I ndividual country actions to reduce the 
rate of interest are constrained under present conditions 
of international financ ial integration , a s  speculative 
capital movements would tend to defeat such individual 
e f forts . An interna tional solution to the problem mus t  
b e  sought . Both the theoretical bas i s  and the practical 
modal ities of  any such international  arrangement would 
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have to be worked out , but i t  i s  d i f f icult to see how 
without such an e f fort the present unsatisfactory s i tuation 
can be re solved . For the countries experiencing debt­
servicing diff iculties , an internationa l ly arranged 
general reduction of interest rates would rel i eve the 
burden whi l e  s imultaneously preserving their acces s to 
international credit .  As stated in the 1 9 8 3  annual 
report o f  the U . S .  Counc i l  o f  Economic Advi sers : 

The problems of  the developing countries are not 
insoluble . If growth in the world economy re­
sume s and real interest rate s fal l  to historical 
leve l s , the debt burden o f  even the most heavily 
indebted countries wi l l  become much more 
manageable . Mexico and Bra z i l , among the most 
heavily indebted countries , both have debts 
wel l  below hal f  their GNP s .  At a hi storically 
typical real interest rate o f  2 percent , the 
real burden of debt service would fall  to l e s s  
than 1 percent o f  GNP--a f u l l y  manageable level 
in a growing economy . 6 5 

The trouble i s  that the present rates are over f ive time s 
the historical rate . 

As an interim solution , whi l e  debt rescheduling and 
internationa l intere st- rate pol icies  are worked out , I 
have been proposing ,  s ince before the Cancun meeting in 
1 9 8 1 ,  a large inj ection o f  Special Drawing Rights ( SDRs ) 
through a special i s sue , conf ined to developing coun­
tries . 

The ef fect o f  the special i s sue would be to gain 
time in which the existing debts and other 
obl igations can be reorgani zed and suitable 
dome stic pol ic ie s  o f  adj u s tment adopted , without 
going f irst through a ma ss ive deflat ion which i s  
otherwise in prospect . . . • SDR allocat ion i s  
normally without conditions . In  th i s  case , in 
view of the needed s i z e  [ US $ 5 5  b i l l ion] , it i s  
sugge sted that the country al location of the 
special i s sue be accompanied by condit ional ity 
and monitoring in wh ich the developing countries  
wou ld play a maj or role . Only the developing 
countries among themselves can successfully 
grapple with central i s sues of  performance ,  such 
as  capital f l i ght , inappropriate use of  public  
funds and unproduct ive expenditures . A procedure 
which would give them a great dea l of  authority 
would contribute to improvement in North- South 
relat ions in which conditional i ty and its 
administration have proven to be among the most 
di f f icult i s sues ; and i t  would provide an 
experience in partic ipatory management which , 
i f  succe s s ful , could o f f er va luable les sons for 
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future reform of  international institut ions . 

The e f fects on the international monetary system 
of a large i s sue of SORs may be of ma j or impor­
tance . It would raise the ir share in aggregate 
reserve a s s ets to a respectable level at whic h ,  
with suitable modifications a t  a later stage to 
widen the ir  marketab i l i ty , their larger supply 
would in a sense create the demand for them . 
The national reserve currency standard has proven 
to have had an inflationary bias . It has con­
ferred doubtful advantages on reserve currency 
countries , f irst the U . K .  and then the U . S . , 
a s  the short-run payments gains have been followed 
by long-run losses  in competitive strength and 
ultimately deflationary pres sures . Exchange 
rate instabil ity in the world is increas ing , and 
the world system now operates without a f ixed 
point of  reference . A growing role o f  inter­
national currency under appropriate internationa l 
control is  a neces sary condition for economic 
growth with stabi l i ty .  I t  would also  facil itate 
international monetary cooperation badly needed 
to stop the downward s l ide on which we now f ind 
ourselve s . 

spotty and f requent reschedul ing ef forts now under 
way in many cases  are not an alternative to de­
c i s ive action : they wi l l  es sentially only con­
tinue the agony , in addition to being very costly 
in terms o f  ef fort , charges and fees , and in­
abi l ity to plan beyond the next month . 6 6  

A continued absence of international action wi l l  
inevitably ra ise  the prospect of unilateral moratoria 
for an extended period . A " sovereign moratorium"  ha s 
been proposed by the oppo sit ion party in Bra z i l . Speak­
ing about the need for a moratorium lasting at least 
three years and covering both amorti zation and interest , 
Cel so Furtado , former minister o f  planning of Bra z i l , 
stated that Bra z i l  cannot continue to pay with the hunger 
of  its citizens . 6 7  
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APPENDIX 

Table 1 . 2  External Debt Per Capita ( in u . s .  dol l ars ) 

Aggregate Disbursed Population 
Debt Mid- 1 983  Mid- 198l Per Capita 
(bi l l ions ) ( thousands ) Debt 

I srael 2 1 . 5  3 , 954 5 , 4 3 7  

Venezuela 3 3 . 0  1 5 , 4 2 3  2 , 1 3 9  
Chi le 1 8 . 0 1 1 , 2 9 2  1 , 5 94 
Portugal 14 . 0  9 , 8 2 6  1 , 4 24  
Argentina 40 . 0  2 8 , 1 7 4  1 , 4 1 9  
Mexico 85 . 0  7 1 , 2 1 5  1 , 193  
South Korea 3 9 . 0  3 8 , 880 1 , 00 3  

Algeria 18 . 0  19 , 602 918 
Yugos lavia 2 0 . 0  2 2 , 5 1 6  888 
Brazi l  93 . 0  1 2 0 , 507 7 7 1  
Peru 1 1 . 6  17 , 0 3 1  6 8 1  
Morocco 1 1 . 0  2 0 , 891 526 

Phi lippines 2 0 . 0  49 , 558  403 
Colombia 10 . 0  2 6 , 4 2 5  3 7 8  
Egypt 16 . 0  4 3 , 290 369 
Turkey 1 6 . 2 4 5 , 5 2 9  3 5 5  
Nigeria 1 3 . 0  8 7 , 603 148 
Indonesia 20 . 0  149 , 4 5 1  1 3 3  
Pakistan 9 . 0  84 , 501 107 

India 20 . 0  690 , 183 2 9  

Note : The per capita debt figures are s lightly overstated , as the 
aggregate debt data re fer to mid- 1983 and the population data to 
mid-198 1 .  The overstatement is smal l ,  especially as in many cases 
debt data are incomplete . 

Source : External debt totals used in the computation are from 
�1 . 1 .  Population data are from 1983 World Bank Atlas : 
Gross Nationa l Product ,  Population , and Growth Rates , Washington , 
D . C .  
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Table 1 . 3  External Debt as Proportion of Gross National Product 

Aggregate Disbursed Debt GNP ( U . S .  dol lars ) 
Mid- 1983 as % of GNP 1981 (billions ) (per capita) 

I s rael 1 05 . 0  2 0 . 42 5 , 160 

Chi le 6 2 . 3  28 . 89 2 , 560 
Morocco 6 1 . 2  1 7 . 96 860 
South Korea 59 . 1  66 . 09 1 , 700 
Peru 58 . 1  19 . 98 1 , 170 
Egypt 56 . 8  2 8 . 16 650 
Portugal 56 . 5  24 . 7 5 2 , 5 2 0  
Argentina 55 . 4  7 2 . 1 2  2 , 560 
Mexico 5 3 . 1  1 60 . 2 3 2 , 250  
Phi l ippines 5 1 . 2  39 . 0 1 790  
Venezuela ' 50 . 7  65 . 08 4 , 2 2 0  

Algeria 4 2 . 8  4 2 . 01 2 , 140 
Brazi l  3 4 . 7  2 67 . 7 3 2 , 2 2 0  
Yugoslavia 3 1 . 8  6 2 . 93 2 , 790 
Pakistan 30 . 2  2 9 . 80 3 5 0  
Co lombia 2 7 . 5  36 . 3 9 1 , 380 
Indonesia 2 5 . 4  7 8 . 7 5 5 3 0  
Turkey 2 3 . 1  70 . 2 1 1 , 540 

Nigeria 1 7 . 1  76 . 1 7 8 7 0  
India 11 . 3  1 7 6 . 66 260 

Note : The GNP proportion figures are s lightly overstated , as the 
aggregate debt data refer to mid-1983 and the GNP data to 1981 . 
The overstatement is sma l l , e specially as in many cases debt data 
are incomplete , and GNP has been stagnating since 198 1 . 

Source : Aggregate disbursed debt from Tab le 1 . 2 .  GNP data are 
from 1983 World Bank Atlas : Gros s National Product , Population , 
and Growth Rates , Washington , D . C .  
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Table 1 . 4  Country Group Debt-Service Ratios : Total Debt Service 
(DS) and Interest ( INT ) as Percentage of Exports

a 

Income Group 1970/ 7 1  1 9 7 3  1974 197 5 1977 1979 1980 1981
b 

1982
b 

Low-income DS 1 2  1 4  1 3  16  14 14 17 19 2 3c 

countries !NT 4 4 4 2 4 6 6 7 9d 

Midd1e- DS 16 1 2  10 10 12 14 12 14 16 
income INT 5 3 3 3 3 4 6 7 8 
countries 

Newly DS 15  1 3  1 2  15  18  21  18 2 1  2 4  
indus- INT 5 5 5 6 6 8 9 1 1 1 3  
trializing 
countries 

Tota l DS 15  13  12  1 5  1 8  2 1  1 8  2 1  2 4  
non-OPEC INT 5 5 5 6 6 8 9 1 1  1 3  

OPEC DS 6 8 4 4 7 8 7 10 14 
countries INT 2 2 1 2 2 3 2 3 4 

Total DS 13 1 1  8 10 12  1 4  1 2  1 5  19 
developing INT 4 3 3 4 4 5 5 7 9 
countries 

a
service on medium- and long-term debt , publi c ,  publicly guaranteed , 

and private ; service on short-term debt i s  not inc luded . Exports 
include goods and services and net private trans fers . 
b

pre liminary estimates 
c

Also 2 3  percent for the least developed countrie s  
d 

8 percent for the least developed countrie s 

Source : Organization for Economic Cooperation and Development , 
External Debt of Deve 102in� Countries : General survex 1982 ( Paris , 
December 1982 ) , table 13 . 
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Table 1 . 5  Country Debt-�ervice Ratios : Interest and Amortization 
as Percentage of Exports 

Country 19 7 1/ 7 2
b 

1975  1976 1977  1978 1979 1980
c 

1981
c 

Mexico 34 37 50 63 59  68  4 1 60 
Brazil 51 3 7 4 3  4 7  55 60 5 7  58  
Chile 20 34 3 2  3 1  4 5  3 2  3 4  4 5  
Peru 2 3  28 2 7  3 2  3 2  2 6  3 6  4 2  
Ivory Coast 10  9 9 1 1  1 7  2 3  3 6  3 9  
Venezuela 6 5 5 1 1  15 17  26 37  
Algeria 9 17  2 0  2 1  2 9  3 1  3 0  3 6  
Morocco 10 7 10 1 3  2 2  2 6  28 3 5 

Argentina 2 6  3 0  3 0  20  28 18 25 2 7  
Phil ippines 9 1 2  1 6  1 3  23  20  18 24 
Egypt 3 1  2 2  19 24  2 2  1 9  20  20 
Yugos lavia 20 16 1 5  1 7  1 5  18 16 20  
Greece 12 15 15 1 5  13  14 16 18 
Turkey 1 2  1 0  1 2  1 2  1 6  18 14 17  
Thai land 1 1  9 8 1 3  15 1 5  14 17 
Korea ( South ) 19 1 2  1 0  10  11  15 14 1 6  

Portugal 6 6 8 9 8 10 13  1 5  
Indonesia 1 0  1 0 1 1  1 3  1 5  1 5  1 1  1 2  
Pak istan 19 18 17 17 14 12 11 10  
India 2 2  14 1 2  1 1  11  10 9 10 
China (Taiwan ) 5 5 5 5 6 5 6 6 
Nigeria 3 3 4 4 6 4 4 4 

a
Service on medium- and long-term debt , public , publ i c ly guaranteed , 

and private ; service on short-term debt is not included . Exports 
include goods and services and net private transfers , including 
reported workers remittances . 
b Average 
cpre1 iminary estimates 

Source : Organization for Economic Cooperation and Development , 
External Debt of Deve102in2 Countries ( Pari s , October 198 1 ) , 
table 11 . 



3 1  

Table 1 . 6  Ratios of Total Debt Service to Merchandise Exports for 
Selected Developing Countrie s in the 1920s and the 1930s ( Percentages )  

Argentina Bolivia Brazi l  Chi le Colombia Cuba Peru Uruguay 

1 9 2 6  10 . 0  7 . 3  13 . 2  5 . 5  2 . 7  3 . 1  2 . 6  7 . 6  
1 9 2 7  7 . 9  6 . 1  14 . 4  8 . 7  4 . 4  2 . 7  3 . 2  9 . 2  
1928 8 . 9  8 . 5  14 . 6  9 . 5  8 . 1 3 . 3  6 . 0  8 . 5  
1929 10 . 4  7 . 8  16 . 5  9 . 2 1 1 . 9  3 . 6  7 . 4  9 . 5  

1930b 
1 8 . 2  1 3 . 5  2 3 . 5  18 . 0

a 
1 4 . 0  6 . 1  9 . 5

a 
9 . 7  

1 9 3 1b 
2 2 . 5  24 . 5  2 8 . 4 3 2 . 9  15 . 6  13 . 4  16 . 3 2 2 . 4  

193 2
b 

27 . 6  5 0 . 0  41 . 0  102 . 6  2 1 . 8  18 . 1  2 1 . 4  36 . 3  
1933  3 0 . 2  3 8 . 5  4 5 . 1  8 1 . 9  2 9 . 6  2 2 . 4  2 1 . 7  31 . 3  

a
probab1y underestimated 

b
schedu1ed debt service as a proportion of exports .  Bolivia , Peru , 

Chile , Brazi l ,  and Uruguay s topped payments during 193 1 1  Colombia 
during 19 3 2 1 Argentina and Cuba partially in 1 93 3 . 

�: Dragoslav Avramovic , Debt Servicing Capacity and Postwar 
Growth in International Indebtedness ( Baltimore : Johns Hopkins 
University Press ,  1 9 5 8 ) , pp . 193- 194 . 
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The World Cris is and 
the Outlook for Latin America 

Vrctor L. Urquidi 

I t  i s  common knowledge that during the 1 9 7 0 s , which 
were considerably dynamic years , Latin America ' s  GOP rose 
at an annual ra te of 5 to 6 percent , following the trend 
of previou s years . However ,  during thi s  same per iod a 
number of changes began to take place that have not been 
taken fully into account in much of the current dis­
cu ssion . First , import sUb stitution was broadened and 
inten s i f ied : It encompas sed heavy industry on a scale  
larger than be fore , and  gaps in the industria l structure 
began to be f i l led with exten s ive production of inter­
mediate goods . Import sub stitution in Latin America has 
been both acc idental and del iberate and therefore has 
never been adequately planned . It wa s introduced through 
a number of governmental initiatives a imed at modifying 
industrial structure , as in the case of Bra z i l , Mex ico , 
and , to a l e s ser extent , Venezuela . I t  wa s a l so gen­
erated spontaneously a s  a cons equence of protection i sm 
and reinforced by deva luat ion , tari f f s ,  import and 
exchange control s ,  and other mea sures  des igned to create 
a protected market for the manufacture of consumer goods 
( hou sehold durables  and motor vehicles ) and later on 
other products . However ,  a number of  area s rema ined 
unaccounted for , particu larly that of chemical s and other 
intermediate products . Thes e  areas were partially 
covered during the 1 9 7 0 s . 

At the same time the indu strial structure began to 
change in order to supply international markets . The 
inc rea se in manuf actured exports undertaken by several 
Latin American countrie s ,  including a number of the 
sma l l er nations , was outs tanding . Thi s  wa s due partly 
to the diversity of international demand , to competitive 
advantages , and to a determined e f fort on the part of 
countries with export capab i l i ty .  

An earlier vers ion of th i s  paper wa s given a t  a 
conference in Avil es ,  Oviedo , Spa i n ,  organi z ed in Augu st 
1 9 8 3  by the Ibero-American Cooperation Inst itute of that 
country . 
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The fact that many Latin American countries were 
obl iged to import petrol eum products at the h igher 1 9 7 0 s  
prices  obviou sly obl iged them t o  intensify their  ef forts 
to export manufactures . Thi s  meant that a trans ition 
became neces sary f rom a highly protected manufacturing 
industry of  doubtful productivity and competitiveness to 
one competitive in the international market in order to 
sell  to the industria l iz ed countries and to compete with 
the latter in other Latin American and Th ird World 
countries . Thi s  required either sUbstantial technologi­
cal innovation and adaptation or cons iderab le ef forts to 
promote trade as wel l as to negotiate at the international 
agenc ies in order to take advantage of modest changes 
occurring in the trade policies  of the indu strial i z ed 
c ountries , such a s  the general pref erence schemes . 

I n  the early 1 9 7 0 s  a substantial improvement in the 
terms o f  trade took place , particularly--though not 
exc lus ively--on account of oil . Oil is u sual ly cons idered 
separately from other commoditie s ,  but its price did rise  
for  the  o i l - exporting Latin  American countrie s .  For 
example , the impact on Mexico of  th i s  improvement in the 
terms of trade wa s rea l ly extraordinary . There were good 
periods for other commoditie s ,  although toward the end of 
the decade they began to dec l ine . It shou ld be recalled ,  
o n  the oth er hand , that  for o i l - importing Latin American 
countrie s the overal l  favorable change in the terms of 
trade wa s less  obviou s and that toward the end of the 
decade it  wa s ac tua l ly negative . 

The o i l  shock of 1 9 7 3 - 7 4  and particularly that of  
1 9 7 9 - 8 0 had both positive and negative effects  on Latin 
America . The ma j or adverse ef fect wa s felt by B ra z i l ,  
becau se for a long time the Bra z i l ian economy had been 
completely adapted to the use of  relatively cheap imported 
oil and becau se manufactured exports were on the rise . 
B ra z i l  wa s forced to ab sorb the oil  shock a s  i f  it were 
a rich country with a high l evel of  technology and great 
industrial capac ity within the DECO , and th i s  expla ins 
largely why the B ra z il ian miracle  came to an end and 
why thi s  economy c ould  not continue to grow at the same 
ra te as before , particularly in the industrial sector . 
B ra z il had to adopt a pol icy incorporating the real 
internationa l  oil prices into its  economy . The sma l ler 
countries in Centra l America , some Caribbean i slands , 
and a number of  other countries were obl iged to do the 
same , a lthough under dif ferent c ircumstances  and in 
different ways . A l l  were af fected adversely . In the 
case of Costa Rica , for example ,  the s i tuation wa s acute 
despite the narrow economic structure and indu strial 
capac ity . I n  the case of  Bra z i l , a s imulation study 
that I am fami l iar with shows that the need to import 
expens ive oil is one o f  the ma in determin ing factors that 
wi l l  prevent B ra z i l ' s  future growth a t  the pa st rate , 
unl e s s  new o i l i s di scovered or unl e s s  one of  the 
pos sibl e  a lternat ives suggested in Bra z il--which do not 
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appear t o  have matured yet--comes true . 1 
As to the posit ive a spects of  the two oil  shock s ,  

there were f ive net oil -exporting c ountries : Mex ico , 
Vene zuela , Ecuado r ,  Trinidad , and Bol ivia . With the rise 
in export prices , these  c ountries obta ined unexpected and 
huge additiona l  f oreign-exchange receipts . Thi s  wa s the 
basis  f or a vast expansion of  the publ ic sector , of  
pub l ic and private indu stry , and of the oil  indu stry 
itself . The e f f ect on the economy wa s wide spread in 
Mex ico and Vene zuela , where the state-owned oi l  industries 
provided f i scal resources that otherwise would not have 
been available . By a " po sitive " e f f ec t  is  meant that 
exerted on the real economy and on the prospects for 
exports in genera l . Undoubtedly ,  however ,  in the case of  
Mex ico the nega tive aspects o f  the sudden great inf low of  
foreign currency and of  the spending psychology generated 
by the oil ( or any other boom experienced in Mexico ' s  
h i story) should also  be cons idered ; in the 1 9 5 0 s ,  for 
instance , Mex ico had begun a dynamic spending proc e s s  
with revenue from cotton exports ,  a s  it h a d  done i n  the 
distant past with revenue f rom mining and so forth . 

It  should be mentioned , when deal ing with the effects 
of the o i l  shock , that severa l c ountries that were able 
to supply the ir own needs to a great extent ( such a s  
Argentina , Colomb ia , and Peru )  f ound themselves i n  an 
intermediate po sition wi thout an acute problem of  foreign 
payments but not wi thout the need to incorporate much 
h igh er rea l prices into the i r  economy or to subsidize  
these wh i l e  they adapted to  the new economic s ituation . 
( Mex ico in fact--and Vene zuela to an even greater degree-­

ma inta ined exc e s s ive sub s idies on domestic oil prices , 
with the resu l t  that the f inanc ial pos it ion of the state 
oil c ompanies wa s weakened and all notion o f  conservation 
and economic u se of fuel wa s disregarded . )  

The c r i s i s  in Latin America ' s  agricultura l sector , 
which aro se a s  a result  of  many different factors , wa s 
another important a spect of  th e transition of  the 1 9 7 0 s . 
S evera l o f  the contributing factor s were agrarian , that 
i s , rel ated to the system of  land tenure . Others arose 
f rom dome stic pol icy relating to relative prices , by 
wh ich agr icu l ture wa s " punished " in favor of indu s trial 
deve lopment . However ,  the feedback f rom thi s  pol icy 
a f fected agricu l tura l  output adversely because  farmers 
were ob l iged to purchase equ ipment ( such as tractors )  
and other inputs from protected indu s tries--a consequenc e 
o f  import sUb stitution- -at very high prices . Genera l ly 
speak ing , the need to c reate adequate incentives to 
stimulate agricu l tural output wa s neglected ( of cour s e ,  
th is  i s  not the c a s e  i n  every c ountry nor i n  certain 
favored zones ) . 

Food-deficit  countries ( there were several in Latin 
America before the 1 9 7 0 s ,  to which a large country , 
Mex ico , wa s added ) found themselves in the very diff icu l t  
pos ition o f  having to import foodstu f f s  at  the t ime of  
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the food-price " shock " o f  1 9 7 4 . At thi s  time the inter­
na tional pric e of c erea l s  rose , as a consequence of 
mas s ive buying of U . S .  output by th e Soviet union and 
subsequent pol ic ies des igned to keep the price of f arm 
products h igh . There were a few factor s to be con­
s idered in th i s  proc e s s , one o f  which wa s that the 
importation o f  foodstu f f s  did not replace rural income , 
even though it did supply a country with these product s .  
On the other hand , the e f f ect on the balance o f  payments 
for some countries wa s severe . The food def ic it can be 
interpreted a s  the resu l t  of the lack of  pol icies  de­
s igned to encourage agricu l ture , comb ined with changes in 
consumption patterns , organi zational problems , and the 
urban- rura l income differentia l .  Furthermore , the e f f ect  
in urban centers of  modernization in food systems must 
be taken into account : Proce s sed foods , advertising , 
and a highly e lastic market for h igh-qual ity foodstu f f s  
all  created the need t o  import inputs that had pre­
viou s ly not been imported , in order to produce animal 
protein foods increasingly in demand by the urban 
population . 

During the 1 9 7 0 s ,  on the other hand , " Latin American 
economic d i s integration" b egan to occur . In  the last  
few years we have not only witnes sed the c r i s i s  but the 
virtua l  col lapse of the whole struc ture of common and 
integrated markets . We have seen the pas s ing away and 
the discreet burial of the Latin American Free Trade 
As soc iation ( LAFTA ) , which has now been replaced by the 
Latin American Integration As soc iation ( LAIA) , which may 
be l abeled " a  feeble-trade a s soc iation . "  Profound crises  
have a l so ari sen in the Andean Pac t ,  which at one t ime 
wa s of fered as a very advanc ed and inten s ive integration 
scheme . The Central American Common Market eventual ly 
collapsed not only becau se of  the pol itical unrest in the 
area but a l so as a re su l t  of a series of other previou sly 
existing circumstances . Moreover , the Caribbean Common 
Market i s weak and has  almost  ceased to function . Very 
l i ttle remains for two fundamenta l reason s : first , 
becau se the economically stronger countries never took 
regional and sub regional integration very seriou s ly 
( even Mex ico , which had been very enthu s iastic to start 

with , ended up by losing interest ) ; second , because the 
manufactures of several of the larger countries were 
absorbed by the international market .  Having e stab l i shed 
th is relationsh ip , it wa s much easier to export out s ide 
La tin America than it wa s to make the tremendous e f fort of 
trading with the rest of  Latin America , a proce s s  tha t ,  
apart f rom much red tape , meant pa ss ing through the L ima 
c learinghou se and be ing faced with ten s ion and internal 
res istence . Th i s  i s  not the right place to go into an 
analys is o f the integration problems o f  Latin America , 
but it i s  important to point out that there has been 
disintegration and a neg lect of  cooperation pos sibi l ities 
among the Latin American countries , a lthough the formal 
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schemes were mainta ined . 
Another significant a spect of  the 1 9 7 0 s  wa s that 

very con f l ic ting short-term pol icies  were introduced in 
response to the inf lationary proce s s . On one hand , the 
dimens ions of  the problem grew . I t  wa s  not the same to 
cope with a rate o f  inf lation o f  1 0  percent a s  with one 
of 50 percent or  more , or with an even higher rate 
compared to one of , say , 3 0  percent in previou s years . 
Th i s  situation wa s aggravated by special or diff icult  
externa l c ircumstanc e s  in many countrie s . For  example , 
in the case of Mexico and Ven e zuela , the relationsh ip of  
increased real expenditure (both investment and con­
sumption ) to the inflationary proc e s s  was not ful ly 
rea l i zed . Several o f  the elementary a spects o f  Keynes ian 
economic analy s i s  were f orgotten . The heterogeneou s 
nature of each nation ' s  economy , that  i s  to say , scarcitie s ,  
lack o f  productive capacity in many area s ,  exce s s  capacity 
in others , and segmented l abor market s ,  wa s not recog­
n i z ed either . Added to thi s ,  government s  were incapab le 
of  contro l l ing pub l ic- sector deficits  and of  undertaking 
appropriate tax po l icies  for the implementation o f  an 
antiinflationary pol icy . In  some countri es  where the 
rate of inflation wa s particu larly high ( B ra z i l , Argentina , 
and Ch ile ) , an acute c r i s i s  in short-term policy arose , 
a lthough the attempted solutions to the problem were 
different . B ra z il decided upon indexation , which was 
doomed to failu re and col lapse in the medium term,  even 
with th e minideva luations introduced in order to aid 
exports . I n  Argent ina and Ch i l e ,  monetari st pol ic ie s  and 
exceedingly open economies , with overva luation of  national 
currency in re lation to the do l lar and European 
currenc ies , ended in failure , as they tended to repre s s  
the real economy a n d  make reviva l of growth impo ssibl e .  

Mexico and Venezue la , under exc e s s ive growth rates 
of real expenditure ( in investment a s  wel l  a s  in con­
sumption ) , al so made the mis take of ma intaining over­
va lued cu rrencies , wh ich led to such g igantic current 
account balance-of-payment s  deficits that  they had to 
resort to indiscriminate external f inancing , much of it  
short term . In the l ight o f  the we l l-known fact of  
Argentina ' s  stagnant economy , as  wel l  a s  that of Chi l e  
( even though f o r  a short per iod it showed a certain 
amount of growth ) , it is obviou s that the appropriate 
balance between short- term and development pol ic ies  wa s 
not ach i eved . 

Yet another extraordinary phenomenon of  the 1 9 7 0 s  
i s  worth noting : the sudden easy access to internat ional 
bank loans , part icu l arly from countries o f  the North , 
bypa ssing the multilateral f inanc ial agenc ies . At f irst  
there wa s a cons iderab le  flow o f  medium-term credit , 
with appropriate periods of grace and reasonable  interest 
rate s ,  for  spec i f ic indu strial pro j ects and for c reating 
infrastructure . Towa rd 1 9 7 9  and 1 9 8 0 ,  a rise  in inter­
national real interest rates occurred that  coinc ided with 
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further balance-of -payment s problems of domestic or1g1n . 
At the same time access  to short-term f oreign bank c redi t ,  
cons idered b y  many t o  have b een rendered too easy , wa s 
taken advantage o f  in judiciously  and wa s actually  en­
couraged by foreign bank s on the bas i s  of their  amp l e  
l iqu idity . Th i s  led to a s i tuation that  b y  1 9 8 2  had 
become supercritica 1 ,  as the bank s would not or could not 
renew the greater part of  the shorter- term maturities . 

To the c ritical  f i nanc ial factors mu s t  be added the 
continued pol i tical instab i l ity of many Latin American 
countries , or at least the ex i stenc e of  a cons iderable  
number o f  ca ses o f  repres s ion in which the probabi l ity 
of  change taking place sooner or later wa s h igh . The 
least that could resu l t  under these c ircumstances  wa s 
restraint in domestic private investment ,  irre spective 
of  what th e pub l ic sector did to promote g rowth . The 
obviou s contrast is Mex ico with its pol itical stabil ity 
and regular s ix-year changes in government . There were 
in fact t ime s when the private sector was inh ib ited , but 
with the oil  boom and the euphoria that ensued in 1 9 7 7-
1 9 8 1 ,  the private sec tor a l so participated to exce s s  in 
the expans ion o f  the economy and , l ike the government , 
did not a s s e s s  the overal l economic prospects su f f i c iently . 
The private sector in Mex ico a l so had access  to foreign 
c redit as never before and c ommitted the very same mi s­
takes a s  regards  the indisc riminate use  o f  short-term 
c redi t .  2 

With in th is  whole panorama there is  a wide range of  
s ituations . I t  i s  hardly nece s sary to empha s i z e  the 
spec ial characteristic s  ( wh ich go a long way back ) of 
B ra z i l ,  Mex ico , Venezuela , and other countries . The 
cases of Argentina , Chi l e , and Peru and the pathetic 
cases  o f  the Centra l American reg ion each have dis­
tinctive feature s .  Studies undertaken by the UN Economic 
Commission for Latin America ( ECLA) tend to over­
genera l i z e . For example ,  in recent studies  ( those that  
were u sed a s  the  background for important meeting s in 
1 9 8 3 ) and in the report s igned by the executive secre­
taries of  ECLA and of  the Latin American Economic System 
( SELA) at  the request of  the president of  Ecuado r , s 
th i s  exce s s ive genera l i zation i s  evident . For rea sons 
that may be ea s i ly expla ined , the position o f  each 
country--or at least each maj or country- - i s  seldom 
examined individual l y  or is examined very superficia l ly .  
The tendency to treat Latin America globa l ly resu l t s  in 
overlooking some o f  the most important events that are 
occurring in the reg ion . In the statistic s supp l i ed by 
ECLA on " Latin America , "  at time s  one i s  not sure of  the 
coverage of  f igures becau s e  occas ionally two or three 
countries are omitted or some country or other may have 
been omitted for the purpose of  the analysi s . O f  cour se , 
it may be a s sumed that the pos ition o f  s ix or seven of  
the maj or countries , becau se  of their combined GDP , is 
indicative of the overa l l  picture , but there are 
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s ignif icant differenc e s  among them a l so .  

DEVELOPMENT STRATEGIES FOR LAT IN AMERICA 

Let u s  now cons ider some of  the strategic elements 
in the pro spects for Latin America . 

The first  i s  related to the nature of indu s trial i­
zation in Latin America , wh ich ha s not been analyzed or 
evaluated adequately . Th is  appl ies  to the most important 
country cases , a s  well  as to the general characteristics  
and impl ications o f  industrial i zation undertaken within 
the context of  an import- substitution pol icy , indis­
crimina te protectionist mea sures ,  > and absence or in­
suf f i c iency o f  p lanning . At the same time , the domestic 
market wa s left open to transnational corporations , which 
brought with them new technology and wh ich produc ed goods 
that were important for the countrie s ,  such as tractors 
and e l ectric motors , but also saturated the local market 
with a vast range of  conSumer goods--durab l e s  and others-­
for which the technology u sed has at  times been excessive 
in relation to the basic needs of Latin America . A good 
example of th i s  is the f ourteen- speed bl ender made avail­
ab le to  the middl e-c l a s s  hou sewi fe , when there are  low­
income fami l ie s  still  u s ing the traditiona l methods of 
grinding and mix ing whose  needs would be satisf ied with a 
sing l e- speed bl ender o f  the k ind ava ilable twenty years 
ago . Th i s  kind of  exc e s s ive " technification" o f  
consumption designed f o r  h ighly developed soc ieties and 
introduced into Latin America ha s been a wa ste o f  re­
sources , encouraged by commercial adverti s ing and 
televis ion . The divers ion o f  resources  to the se areas 
reduces the amounts ava ilab l e  to ful f i l l  basic needs . 

For the mo st economic a l ly important Latin Amer ican 
countries at l ea s t ,  overprotected indu stria l i z ation g ives 
rise to the prob l em o f  how to achieve th e capacity 
necessary to compete on the internationa l market , a s sum­
ing the aim o f  exporting manu factures  to the h ighly 
indu stria l i zed countries and to other parts of the world . 
Due to the employment created , thi s  would be a valuable  
suppl ement to the export of  basic products . Thi s  is  a 
prob lem that should be ana lyz ed further ,  a s  its  solut ion 
wil l  be es sential to development stra tegy from now on . 

A second a spect of  indu stria l i zation i s  the rea l 
cost o f  energy . In countries endowed with abundant 
natura l  resourc es of  thi s  k ind , the pace of industriali­
zation has been ma inta ined partly through sub s idies for 
energy consumption by industry in several diff erent ways : 
for example , by offering natural gas and diesel a lmost  
wi thou t cost ( Mex ico ) , applying sub sidies to the co st of  
el ectric ity ( severa l countries ) ,  and  c reating very 
favorab le transport conditions by sub s id i z ing gasol ine . 
These factors have been b eneficial  to indu stry ,  trade , 
and servic es . Nevertheles s ,  these  sub s idies can no longer 
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b e  financed . The o i l  and electric ity industrie s ,  and 
government s  themselve s , have had to back down and e l imi­
nate a l arge proportion of  the sub s idies . Even so , in 
Mex ico in mid-1 9 8 3 , for example , the real price of  oil 
products wa s barely one-f i f th of  the international pric e . 
Th i s  s i tuation cannot continue for any l ength o f  time 
because it encourage s  neither the economic u se of energy 
nor the introduction of changes in indu s trial equipment 
to sUb stitu te for that based on the use of cheap energy . 
Sooner or l a ter even those countries with abundant hydro­
carbon re serves wi l l  have to incorporate the real 
( opportunity ) cost of  energy into the ir development 
process . 

I ndu stria l i zation in Latin America has a l so been 
based on ea s i ly obtainab le  foreign technol ogy , at least  
a s  far a s  the ma j or modern industrial branches are con­
cerned . Th i s  technology has been introduced and 
incorporated in the inves tment of transnational corpora­
tion s  or has been acquired through l ic en s ing agreement s 
and contracts for the u se o f  foreign indu strial technology . 
A certain amount o f  control doe s  in fact exi s t ,  and 
evaluations have been made of the cost of contracts . 
Restriction s have been e stab l i shed in some instance s  and 
a certain amount of leeway has been ach i eved in the 
restrictions impo sed by the contracts themselves . How­
ever , technology sub stitu t ion ha s been only sl ight because  
suf f ic ient overa l l  ef forts have not  been made to  devel op 
or adapt technology l oc a l ly through public-sector research 
inst itutes and l aboratories or by means of  innovative 
research within enterprises  themselves . Need l e s s  to say , 
there are exception s in Latin America , and any one o f  u s  
c ou l d  mention some specific  case of  elaboration o f  
technology or o f  adaptat ion of foreign technology for 
loca l u se . S everal Latin American countries al so export 
technology . However ,  the technological foundations of  
Latin America itself  are stil l  very weak . What happens 
i s  that f oreign technology i s  s imply brought into the 
countries  irrespective of its  cost and of  the harmful 
ef fect that th i s  may eventually have on local scientific  
and technical development .  

Lat in American indu stria l ization i s  also  character­
i z ed by the lack of attention paid to medium and sma l l  
indu stry . The greater part o f  indu s trial development ha s 
conc entrated on the large  indu stria l c omplexes , both 
private and pub l i c . Perhaps with the exception o f  
Argentina , subcontracting t o  sma l l  bus ine s s ,  a s  i s  done 
particularly in J apan and Europ e ,  hardly exi sts in Latin 
America . Sma l l  indu s try i s  badly neg l ected from the point 
of view o f  technology , organi zation , f inanc ing , and the 
training o f  labo r .  Thi s  sec tor i s  a l so poorly organi z ed 
a s  a whol e . However ,  it  could become a good source of  
empl oyment ,  partly counteracting the l abor- saving trends 
o f  b ig indu stry with its  imported technology . 
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I n  cons idering development strategy , we must return 
to the agricu l tural sector and to the relationship of  the 
rura l to the urban indu strial economy . There are , of 
course , cases  of very pro sperous farming and o f  very 
ref ined traditional agricul tu r e ,  l ike the growing of 
cof fee in Central America and Colombia . However ,  a s  
stated earl ier , there i s  n o  a s surance of  incentives for 
the farming sector as a whol e . Thi s  doe s not mean 
neces sarily advocating support for private farming a s  
opposed t o  systems of communa l land tenure and agrarian 
reform . I t  s imply means tha t  there mus t  be incentive s  
to encourage improved farming , the production of  neces sary 
foodstu f f s , and the generation of adequate marketing , 
cred i t ,  and so on , for there i s  pl enty of  idl e land and 
there are a l so out standing examples  of increa sed output 
and yields . In  the ma j or ity of Latin American countrie s ,  
however , farming performs badly . Perhaps B ra z il has the 
pos s ib i l ity of  exporting farm products and together with 
Argentina might help to solve the problem of Latin 
America ' s  food defic i t ,  a l though until now there ha s been 
insu f ficient evidenc e to support th i s  idea . 

The thi rd factor in the development strategy that 
I would l ike to underl ine , which is  related to the other 
two , i s  the problem o f  income distribution and the 
pattern of publ ic expenditure in the face of social 
pres sure that has had con s iderab le inf luence on both . 
No matter how the d i stribution o f  income i s  mea sured , 
in almost a l l  Latin American countries it is  extremely 
uneven . Consequently , thi s  s i tuation doe s not ensure the 
creation of  the l arge dome stic market that ha s been the 
bas i s  o f  indu strial development in the ma j or advanced 
countries . Inequa l ity ha s its origin in the unequal 
di stribution o f  property , dif ferences in productivity and 
education , and many other factor s , be they soc ia l , 
pol itical , or whatever . As long a s  inequal ity exi sts , 
there cannot be an adequate domestic market . Moreover , 
the structure of  pub l ic expenditure i s  unfortunately not 
mak ing the creation of a large rural market any easier . 
Why ?  Because pub l i c  expenditure in Latin America is  
organ i z ed on the ba s i s  of  pres sure from certain groups or 
vested intere sts , which i s  a s  far from any sort of 
pl anning a s  anyone cou ld imagine . Large amounts are 
spent on education becau se thi s  has to be done , for 
chi ldren mu st be sent to school and the sys tem of 
education mu st be e stabl i shed and developed . But at the 
same time the qua lity of education at al l l eve l s  has 
decl ined . Much is spent on creating infrastructure , 
sometimes with succe s s ,  but more often with mediocre 
results  and low productivity . Health budgets are large 
but mo st of  the money is spent on enormous hospital s 
and very l ittle on improving ba sic health , on preventive 
medic ine , or on providing rural health care , which would 
help increase productivity and create future sources of  
income for  the rural sector . And so on . 



Quite apart from the vast and ine f f ic ient bureau­
cracies , pub l ic expenditure doe s  very l ittle to improve 
the distribution of income ; in fact it may even make it 
worse . Mil itary expend itures of many Latin American 
countries have a negative e f fect both domestically and 
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on external accounts . There are studies that attempt to 
show that provis ion of education , heal th , and other 
services free of charge to low- income peopl e  partly 
compensates for their relative poverty . Neverthele s s , 
thi s  has not been proven ; among other thing s , the tax 
systems , in the form of indirect taxe s , fall  more heavi ly 
on the income of  poor fami l ies . The social-security 
systems , which are a s  expens ive as  in wealthy countries ,  
are def i cient in that sense and barely able to sustain 
themselves f inancially . 

Among the strategic factors i s  a l so to be found the 
relative lack of  good f i scal pol icies in the broader 
sense of inc luding not only taxation but a l so the pattern 
of  expendi ture and the ways of  financ ing budgets . Even 
during the booms , adequate f i scal reform ensuring a broad 
tax base , independently o f  the tax schedules  estab l i shed , 
has  not been achieved . I f  introduced , it would at least 
cover the financ ing o f  current public expenditure . 
During the boom in Mexico during 1 9 7 7- 1 9 8 1 ,  the tax 
system became inelastic , for it was left  a lmost  un­
touched ; indeed , on the contrary , enormou s f i scal and 
other kinds of subsidies were granted . 

Let u s  move on to what may be termed " slow-acting 
factor s "  that , taken together ,  become important to the 
whole  prospect . We are u sed to th inking of any rate of 
3 percent as being ins igni f icant but , if thi s  rate is  
applied to popu lation , it means a doubl ing over a period 
of  on ly twenty-three years . The b irthrate in Latin 
America has in fact dec l ined , a s  a consequence o f  socio­
economic and organi zational f actors and o f  del iberate 
family-planning pol ic ies . Birthrates are sti l l  high ,  
however . I n  Mexico , for example , the number o f  births 
per thousand has fallen f rom forty- f ive , ten years ago , 
to th irty-one at the present moment . I f  mortal ity i s  
calcul ated at seven p e r  thousand , popu l ation growth 
is sti l l  2 . 4  percent per annum . The fa l l  in Latin 
American population growth has been achieved through the 
j o int contribu tion of socioeconomic factors and pol icies 
estab l i shed for thi s  e f fect . However , thi s  rate i s  
higher than the average f o r  Third World countries and ha s 
had ,  and will  continue to have , repercu s s ions a s  new 
cohorts stream into the l abor market . I n  actual fact , 
Mexico ' s  prob l em ,  wh ich can be extended to Venezuela , 
Colombia , B ra z i l , and the Central American countries , 
i s  that de spite economic growth , and as suming adequate 
patterns of  expenditure , it i s  not absorbing into employ­
ment ( nor is it  capab l e  of  absorb ing ) the increa se in the 
labor force . I f  we add to this  the fact that women are 
increa s ing thei r  participation in the work force--a 
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cultural and social f actor--and that in many cases they 
are preferred for certain type s of work , we see that a 
s ituation of  permanent oversupply o f  labor i s  being 
created , reinforced by many other factors related to the 
rural economy , the continual introduction of  labor- saving 
technology , and so on . Mortal ity wil l  continue to fal l ,  
which i s  o ften forgotten . There are countries i n  Latin 
America where the infant mortal ity rate i s  very high , 
particu larly in the vast rural area s . As the mortal ity 
rate fall s ,  the real probab il ity of achieving the same 
population growth as Europe become s more and more remote . 

Becau se o f  the nature o f  the educational system and 
other factors , including the rural origins of the labor 
force , the over supply of labor wil l  be mainly unskil led . 
Th i s  situation partly explains , in Mex ico , the intense 
international migration of  the labor force toward the 
north . A main attract ion in thi s  case i s  a l so the wage 
differential offered by the United States together with 
the demand for workers for certain speci f i c  occupations . 
Mas s ive migration can also  be expected from Centra l 
America toward Mexico and the United States , al though 
economic incentives are obviously not the only cau s e . 
These are a l l  long-term factors ; we must not be in­
f luenced by what happened yesterday or last year but must 
take note o f  the trends . Concurrently , the re has been 
very heavy internal migration , as in B ra z i l  toward Sao 
Paulo , which will  continue wel l  into the future . I n  
Mexico internal migration was e f fective whi l e  Mexico C ity 
and other indu strial cities  were abl e  to absorb part of 
it . However , thi s  process  could  become ine f f ic ient and 
even contribute to soc ial instability in the future . 

A new slow-acting , long-term factor i s  the environ­
ment . E l even years ago in the United Nations Conference 
on the Human Environment , in S tockholm , a Bra z i l ian 
del egate publ icly declared that Bra z i l  wanted pol lution 
because  it meant indu s trial i zation . The B ra z i l ians 
obvious ly mu st now regret having made th i s  statement and , 
in fact , have changed their  pol icy . The impact of  
indu stria l ization , urban concentration , and modern farm­
ing on the environment has begun to make itself  f e l t ,  and 
solutions are bound to be costly . Th is  is another real 
cost incurred as a resu l t  of devel opment that the 
economy wil l  have to absorb . There i s  no local solution 
to th i s  problem ,  for the sc ience and technology required 
to counteract the negative e f fects on the environment are 
not local ly available , bu t mu st be brought in from abroad . 
There i s  no use stating that solar energy wi l l  replace 
hydrocarbons , for Latin America i s  far f rom being abl� to 
introduce solar energy on a large scal e . 

Another slow-acting factor that has both po s itive 
and negat ive a spects i s  the evolution of  the educational 
systems . During a meeting o f  experts at the I nter­
American Development Bank some years ago , an Argentine 
economist argued that by 1 9 9 0 all school-age ch ildren in 
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Latin America would be actua l ly enrol led in primary 
education . 4 However ,  the dropout rate is sti l l  very h igh 
in most countries . But he added that  the sequel to th i s  
social evolution a n d  population growth would be a n  
eventual " university explosion . "  Unfortunately , thi s  
would be a n  explosion from t h e  point of view of numbers 
and not of knowledge . Furthermore , it i s  doubtful whether 
there i s  a s ingl e  case in Latin America where it could be 
stated that ,  in the last f i f teen years , the standard of 
univers ity education has not decl ined , despite modern­
i zation and the l ink ing of  teach ing and research in some 
departments and postgraduate school s  or institute s . 
Moreover , the overa l l  l evel of research i s  very low .  
The re are l iterate people , more educated peopl e ,  more who 
have had technical education , and more people going through 
univers ity . But there is something desperately wrong 
with the a ims of the educational systems and with the 
qual ity of education and teach ing , the l ibraries , the 
laboratories , and so forth . Apart from thi s ,  there are 
almo s t  no scholarsh ips , nor book s , nor services . 

Beh ind al l thi s  i s  the theory of  human capita l  from 
which it is inferred , not always log ical ly , that a l l  
inve stment in education i s  worthwhile . B u t  one must a l so 
cons ider the real outcome of such inves tment , and thi s  is  
a serious problem that cannot be solved in the short run ,  
e specially not in countries with the dynamic population 
growth that , a s po inted out earl i e r , is cha racter i st i c  
of the ma j ority of Latin American countries . 

The lack of  scientific  and technological research 
constitutes yet another slow-acting factor , but one that  
i s  cumu l ative in the negative sense . We  have been dis­
cus s ing th i s  problem now for ten to fifteen years . We 
have at  our d i sposal a l l  the l iterature on the sub j ect , 
a l l  the national science and technology counc il s ,  and the 
influence of the UN Educational , Sc ientif ic , and Cultural 
Organization ( UNESCO ) , the OECD , and other international 
agencies . However ,  the work done in science and tech­
nology in Latin America , particularly research , except 
for a few remarkable exceptions , is very poor . No 
country has ever reached a high l eve l of  development 
without concentrated ef forts being made in re search in 
basic scienc e and appl ied technology . In Latin America 
we are still  not doing thi s , even though there are a 
number of instances where cons iderable effort i s  being 
made . 

Among the slow-acting factors there i s  a l so health . 
One n� merely to quote the f igures for nutrition in 
Latin America : Rough ly a third of the population- - 1 2 0  
mil l ion people- - i s  undernouri shed � i n  certain area s and 
certain countries the proportion is even h igher . The 
inc idence of undernouri shment on disease ; the lack of 
drinking water , wa ste-di sposal services , and even el emen­
tary hygiene : overcrowding in urban dwe l l ings  and 
marg inal urban area s : and contamination , a l l  of  wh ich are 
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important e l ements in many la rge cities , contra st with 
the modern system of hospita l s  and the emph a s i s  placed on 
curat ive a s  opposed to the expansion o f  preventive medi­
c ine . Al though there has been an improvement and 
morta l ity has decl ined , the consequences  of  the se problems 
are very important , espec ia l ly the economic one s . 

There are both positive and negative a spects in all  
the preceding questions . I t  must be emph a s i z ed that 
these are slow-acting factor s . The 3 percent rate , some­
times cons idered to be insignif icant , over a period of 
twenty years can become enormou s and i s  capable  of 
creating inflexib i l ity in the systems and of altering 
parameters . 

LATIN AMERICAN INTERDEPENDENCE 

We in Latin America are faced with a problem of 
enormous complexity . We are not in the same s ituation a s  
in the 1 9 3 0 s ,  exporting a few primary products , import ing 
al l k inds of  manu factures , and having very few problems 
involving f i nancial  interaction with the exterior . Today 
Latin America is intertwined in a whole  series of  inter­
national and domestic compl ications , and a lack of  data 
sometimes makes it very d i f f icult to evaluate the situa­
tion . The fact i s  that we have become deeply involved in 
a system of  interdependence (whatever the va lue judgment 
abou t th i s  term) . Th i s  is at least true for the ma j or 
Latin American countries . Unfortunately we have never 
taken advantage o f  the real international context of thi s  
interdependence that could be used to our favor externally . 
On the other hand , we have u t i l i z ed it to excess  in the 
negative sense in , for example ,  externa l f inancing and 
the ea se with wh ich we have imported the necessary and 
the superf luou s with these  funds , even technology , whi l e  
w e  have neg lected long- term development stra tegy and 
technolog ical substitution . 

We are interdependent and vulnerable in thi s  crisis  
o f  the last few years , in a completely dif ferent way than 
in the past . I f  we do not continue to act with in th i s  
interdependence ,  w e  shal l  b e  unable t o  continue growing . 
Th i s  deserves more study and consideration . 

THE PROSPECTS FOR LATIN AMERICA 

Several remarks may be ventured in relation to the 
prospect s .  The deterioration of the externa l sector l ends 
itself  to a more interesting analys i s  by individua l coun­
tries than for the reg ion as  a whole , due to the wide 
var iety of conditions . There are countries l ike Mex ico , 
Bra z i l ,  Argentina , Venezuela , and Ch i l e , for examp l e ,  
that have a l arger debt but a greater capac ity to 
negotiate and come to terms with international agenc ies 



and with creditors . Others , whose  foreign debt per 
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c apita i s  l arge but whose aggregate f igures are rela­
tively smal l ,  are faced in any event with seriou s problems 
of l iquidity and have a very reduced capac ity to servic e  
the debt : Costa Rica i s  an example . 

I n  th i s  respec t ,  to treat Latin Amer ica a s  a whole  
would appear to be particularly difficu l t ,  becau se it 
would probably l ead us to adopt a very pe s s imistic 
attitude regarding the reg ion ' s  overal l  capac ity to face 
the financ ia l and externa l debt . However ,  if  the prob lem 
is  examined country by country , the external aspect is 
practically solved . Renegotiation , reschedul ing of  the 
debt , renewed conf idence , and improvement in dome stic 
pol icy have been achieved in order to face the prob l em . 
Mex ico i s  an outstanding example . In  the case o f  B ra z i l , 
there are still  disagreements to be ironed out with the 
Internationa l  Monetary Fund . Chi l e  and Argentina are 
working toward a solution . A number of d i f f iculties sti l l  
per s i s t  i n  Vene zuela . However , these a spects of the 
s ituation can be expected to sort themselves out ,  
espec ia lly  i f  economic recovery i n  the indu stria l i z ed 
countries  becomes steady . Undoubtedly , there will  be 
very diff icu l t  problems for some of the smaller Latin 
American countries , but the outlook for the ma j or coun­
trie s shou ld not inspire pessimism . 

Unfortunately , I see no short-term prospects of 
rea f f i rming Latin American integrat ion pol icies from the 
point of view of scheme s  for common markets , free-trade 
area s , and so on . Other aspects of  Latin America 
coopera tion that have been developed ma inly through the 
SELA are stil l too weak . Some efforts have ari sen as a 
resu l t  of  the emergency situation but have not met with 
much conf idenc e on the part of the ma j or countries . How­
ever , bilateral or trilateral act ion could be undertaken 
among Latin American countries  ( in some cases th i s  ha s 
been done ) , wh ich may turn out to be important . Perhaps 
th is is  the course the ma j or Latin American countries 
should  take in the next few years in order to avoid the 
treatie s ,  the agreements , and the rhetoric and to turn to 
real rec iprocal ly advantageou s action . ( In the case of 
Centra l  America th is  would depend on many other factor s . )  

In  the medium term ,  wha t  we shou ld be worried about 
i s  Latin America ' s  capacity to rede f ine its ob j ect ives a s  
regards development ,  not nece s sarily for the region a s  a 
whole but more in terms of  individual countries or groups 
of  countries . These ob j ectives would have to be long­
range but would  have to be expre s sed in medium-term 
programs , which in turn would have to be reconc iled with 
short-term stab i l i zation and adj u stment pol ic ies currently 
being def ined and being put into practice . Obviou s ly , 
such pol ic ies have their difficul t and even dangerou s 
points , for a l l  adj u s tments of the present type imply 
repres sed expenditure , particularly in investment , which 
slows down economic growth , generates a h igh level of 
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unemployment , and forces large sectors o f  the economy to 
accept lower real incomes . 

In  my opinion , the most important probl em facing u s  
i s  how to reconci l e  the implementation o f  short-term 
programs , social agreements , and adjustment s ,  with the 
resumpt ion of former trends , or the 5 to 6 percent growth 
rate that Latin American countries were accustomed to , 
and at  the same time to redef ine the ob j ectives related 
to development so as to avoid getting caught again in the 
same s ituation . Unfortunately , in most of Latin America 
th i s  i s  not being tack l ed in a c l early def ined way . 

Let us  a s sume that in the longer run ,  say over the 
next ten year s ,  the economy of the industria l i z ed coun­
tries picks up . The que stion i s , at what rate ? At 
present the rate of recovery is being exaggerated becau s e  
it is  being ca lcu lated from a very low b a s e  and from 
previous decl ine s . I f  the medium-term GOP forecast for 
the OECO countries is 2 to 3 percent per annum, it is 
doubtfu l that th i s  would have much effect on Latin America 
or other parts of the Thi rd World ,  except perhaps to 
steady somewhat the prices of  some ba sic commodities . 
I t  mu st not be overlooked that the indu stria l i zed coun­
t r i e s  themselves c ompete in the international market for 
basic commodities and that they are not overly conc erned 
about protecting the interests  of developing countrie s . 
Th e oil  market woul d  a l so not appear to indicate a future 
real price increa se exceeding about I percent per annum 
over a period of several years . Therefore , the effects 
of the recovery o f  the developed countries on the trade 
of  the developing countries--Latin America in particular-­
would probably not be very noticeable . 

The consequences  for the North-South relationship 
would be that  Latin Amer ica would have to find a prag­
matic course in order to take advantage of  all the 
openings provided by the lowering of tariff  and non­
tariff  barriers , the GATT , general preferences , and so on 
and to obta in spec ial agreements with the European 
Economic Community ( EEC ) , Japan , and others . It wi l l  be 
neces sary to try and penetrate the barrier of protection­
ist restrictions and discrimination estab l i shed by the 
northern countries . Th is  would be an important aspec t ,  
n o t  for global  negotiations or for those o n  the New 
International Economic Order that have been the sub j ect 
o f  so  much rhetoric at the United Nations and in the 
Third Worl d ,  but s imply a s  part of the strategy of each 
individua l country or group of  countries . I do not feel 
that a " concerted Latin American e ffort " wou ld work under 
current external conditions . 

Second , we should explore even further the pos s i­
b i l ity o f  estab l i shing l ink s with the rest of the Third 
World ,  which is someth ing that ha s been sorely neg lected . 
There have been many cases o f  exports to Afr ican and 
Asian countries , of exchange programs and technical 
cooperation . But thi s  potential has only just b egun to 
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be explored and could be very pro f itable  for the 
development of Thi rd World countries . There is a tendency 
in Latin America , and even in ECLA , to act as if the rest 
o f  the Th ird World did not exi s t .  We tend to forget that  
there i s  I ndia , that  Ch ina i s  importan t ,  that two o r  three 
of the African countries have great industrial potential ,  
that Southeast Asia i s  fast  growing , and that  the Arab 
countries a l s o  show promise . It would be of cons iderable 
s ignif icance if  spec i f ic pos ibil ities for cooperation and 
interchange and for interrelation in trade , technology , 
f inanc ing , and other areas were to be found other than by 
the formal s igning of  treaties and agreements . The 
interrelation between countries  of  the Thi rd World wou ld 
place the latter with in a strategy of self- relianc e ,  
but a t  pre sent i t  h a s  not gone beyond wi shful th ink ing 
and rhetoric ; that i s  to say , it  has not material i z ed 
in the form o f  spec i f ic action . In  the meeting s of the 
nonal igned countries , in the Group of Seventy-S even at 
UNCTAD , one fail s to discover what is  meant in practice 
by col lective self-rel iance or real cooperation among 
Th i rd World countries . S imilarly , what is sa id in c ertain 
reg ions , such as Africa , amounts to l ittle more than 
dec larations , signing o f  agreements ,  and so on , with very 
l ittle appl ication--as in Latin America today . Neverthe­
l e s s , Latin America--at l ea s t  those  countries that  are 
will ing and capable of doing so--must  make an effort to 
open up to the rest of the Th i rd Wor l d ,  to selected 
countries in those area s , in order to benefit  f rom the 
useful e f f ects of  interaction . 

The f ramework for such relationsh ips may seem 
pes s imistic , but ,  at bottom, I do not feel that the South 
can expect very much f rom the North . The northern 
countries have their  own structural prob l ems and conflicts  
among themselve s ,  ma s s ive unemployment , pol icies  o f  
recovery that may fai l ,  and d i s i l lus ionment over the 
cooperation with the south , despite the first  and second 
B randt report s (wh ich do not appear to have had much 
impact ) .  The industria l i z ed countries are l ook ing inward . 
We in Latin America , a long with Africa and Asia , wi l l  
have t o  d o  the same , f o r  there i s  n o  a lternative . We 
shall  have to continue indu strial i z ation with import 
sub stitut ion , whi l e  pay ing c loser attention to inter­
national competitivenes s .  We shal l  have to continue to 
protect ourselves in the presence of  the GATT and the 
idea o f  economic opennes s  coming from the North . We 
sha l l  have to make a much greater internal ef fort , 
evaluate our problems more deeply , and stop expecting the 
solutions to our problems to come from out s ide . In  thi s  
context , Latin America ( one speaks i n  general terms but 
thinks , of course , of  a few countries with larger 
capabil ity ) possesses  the elements nece ssary for po sitive 
action , a s  i s  the case with many countries in Africa and 
Asia . 
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Lastly , there i s  the relat ionship between Latin 
America and the European soc i a l i s t  economies  whose trade 
with Latin America has fol lowed es sentially the old 
colonial model o f  importing raw materials  and exporting 
equipment ( and very l ittle e l s e ) . F inancing has been 
more in keeping with the interests  o f  these  countries and 
not with the needs of Latin America or the Third World 
in genera l . However , i f  these countries are able to 
l imit their  expenditure on defense and make the i r  c ivi l 
economy more e f f icient , they wi l l  a l so have the potential 
to participate in the selective interchange and relation­
ship that Latin America could estab l i sh pragmatical ly , 
without the need for general agreements . I t  i s  a wel l ­
known fact that the socia l i s t  countries are also  faced 
with structural probl ems in industry and other basic 
activities , a s  are the Western market economies . These  
are  problems that they wi l l  have to  solve among them­
selves and with the We st , and they are more important 
than the problems they may have with the South , at least 
in the field of  economic relations . 
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The I nternational Scene 
and the Latin American 
External Debt 

Luciano T omass;n; 

The force with which the current international cr1S1S  
has hit Latin America and the  region ' s  high external debt 
are , fundamentally , consequences of the changes that have 
taken place in the international system over the last 
f ifteen years and o f  the transformation o f  the Latin 
American economies  and societies , inc luding the changes 
in the ways in which they both partic ipate in the world 
economy . The s i tuation i s  also  undoubtedly a consequence 
of  the domestic pol icies  fol lowed by the se countries in 
recent years ; however , these pol icies  represent a 
re sponse--right or wrong--to the new conditions prevail­
ing during thi s  period on both the regional and the 
international scene s . The externa l indebtednes s  of these  
countries may be  viewed as  a variable that depends on 
othe r ,  more far-reaching factors . Thi s  means that the 
causes of the phenomenon may be interpreted in a variety 
of  ways and , moreover , that more comprehens ive , longer­
term solutions may be sought than when only f inancial  
con s iderations are  taken into account . 

S ince the late 1 9 6 0 s  the rigidly hierarchical world 
that emerged f rom World War I I ,  where international 
relations revolved around the concept of  security , has 
begun to be eroded by a strong trend toward a fragmenta­
t ion o f  world power and a vigorous process  of transnation­
a l i zation . As a re sult , the intere sts of  the var ious 
national societies now overlap each other in an increas­
ing variety of  ways , thus promoting the flow of inter­
national relations . The international economic cri s i s , 
the f irst symptoms of which go back to the late 1 9 6 0 s ,  
a ltered the evolution o f  productivity and the traditional 
distribution o f  spec ializations in the industria l i z ed 
countries , putting an end to the cycle  o f  unprecedented 
expansion of the previous twenty years and paving the way 
for the producer countries to raise  the price of oil ; 
thi s  in turn led to a large surplus o f  l iquidity and 
created a cl imate of extraordinary international 
f inanc ial permi s s ivenes s . In the meantime , some of the 
deve loping countries , inc luding the larger countries of  

5 3 
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Latin America , progres sed more rapidly than others , 
achieving an intermediate stage o f  development and becom­
ing more clo sely involved in the international economy . 
Thi s made it pos s ible--and even inevitable-- for them to 
take advantage of  the opportunities and as sume the risks 
po sed to them by the international environment much more 
intensely than in the past . Thi s explains why the current 
international economic c r i s i s  has had such an unusually 
strong impact on the Latin American countries , far  
greater than the impact o f  the c r i s i s  of  the 1 9 3 0 s , at  
which time the se countries were in a much better pos ition 
to disconnect themselves from the external cycle . 

Thi s chapter includes an analys i s  o f  the changes that 
have occurred in the international system ,  the character­
istics  of  the current world economic c r i s i s , and how the 
Latin American countries have been exposed to these 
factors as  a result o f  the trans formations they have 
undergone during the past few decade s . In the last 
section , some conc lus ions are drawn with regard to the 
causes and characteristics  of the external indebtednes s  
of  Latin Amer ica , and f inal ly , some extremely tentative 
suggestions are made regarding pos s ible responses  to that 
problem in the l ight of the a f o rement ioned ana l y s i s . 

THE TRANSFORMATI ON OF THE INTERNAT IONAL SYSTEl-1 

The international system that emerged from World 
War II and lasted unti l  the late 1 9 6 0 s  has s ince then 
undergone a complete trans formation . 

During the immediate postwar period , the s tructure 
of  world power was rigidly hierarchical and bipolar and 
was strongly influenced by the cold war . That structure 
began to change s ignif icantly as a re sult of ( 1 )  the 
relative decl ine of  u . S .  power ; ( 2 )  the appearance of 
tensions within the tri lateral system and , in part icular , 
the Atlantic all iance ; ( 3 )  the internal d i f f iculties 
experienced by the Soviet bloc and the exhaustion o f  the 
model it  represented ; and ( 4 )  the increas ing development 
and external pro j ection of certain Third World countries 
and the trend toward fragmentation of  the international 
system ,  a phenomenon that makes it neces sary to seek 
formulas for col l egiate management of  the system . 

According to the " new orthodox " school of  thought , l  
the power of  the uni ted S tates in the world dec l ined sharp­
ly during the 1 9 7 0 s , particularly vis-a-vis the Soviet 
Union and the Middle East ; this may explain the concern 
revealed by the fact that in 1 9 8 0  "a 4 2 %  plural ity of 
Americans named fore ign po l icy as the ' most  important 
problem facing the country today ' --ahead of  the economy 
and substantially ahead o f  energy concerns . ,, 2 

Paradoxical ly , the decl ine of  U . S .  power has gone 
hand in hand with the appearance of  a profound malaise  in 
the soc ial i st camp . Al though Soviet mi litary power has 
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increased a t  a rapid pace s o  that i t  i s  a t  least 
comparable with that o f  the Unite� State s , looked upon 
from a longer-term structural point of  view ,  thi s  1n­
crease may be a s ign not o f  strength but rather of  weak­
ne s s . The instabi l i ty o f  the Soviet presence in the Third 
World , the invas ion o f  Afghanistan ( cons idered a defens ive 
mea sure that the Soviet empire had to take on its own 
border ) , and the strong cha l l enge that Poland repre sents 
for the survival of  the pol i tical and social system on 
which the entire Soviet bloc is  bui l t  are matters that 
raise  very serious �uestions that have not yet been 
adequately weighed . To thes e  are added the diff iculties  
that the Soviet economy has con s i stently had to face , both 
as  regards its food base and as regards the production and 
distribution of  consumer durables and the urgent need to 
acquire Western technology . � The Soviet model as an 
alternative for the construction of  other societies , 
particularly in the Third World , would appear to be 
vanishing amid the frustration of the populations of the 
socia l i s t  countries and the growing mi l itari zation o f  
those regimes . 

The tensions that have arisen within the tri lateral 
system constitute another factor of  change . The most 
recent indication o f  thi s  may be seen in the conflicts 
that have ari sen within the Atlantic a l l iance . The fact 
that the United S tates has uni l atera l ly substituted a new 
vers ion of power pol itic s for detente has al ienated its 
European al lies . I t  should be remembered that detente 
has produced positive resul t s , in both economic and 
pol itical terms , for the Europeans , but not so much for 
the United S tates . Moreover , the globa l i sm of  U . S .  
foreign pol icy i s  incompatible with the European approach , 
according to which detente can be " divided , " depending 
on which question s and regions are at stake . The conflict 
generated by the Soviet gas pipel ine i s sue reflected th i s  
ten s ion . 5 

The emergence of the Third World on the global 
scene , around the middle of the postwar period , con­
stitutes a new factor o f  instability and change . Today 
thi s  group is repre sented by over one hundred countries , 
hal f  o f  which became independent during thi s  period . 
Many of  them have reached intermediate stages of deve lop­
ment and have promoted accelerated industria l i zation 
processes , thus becoming more closely integrated in the 
international system .  The movement of nonaligned coun­
tries , the Group of Seventy-Seven , and OPEC have come 
into being , and the newly industrial i z ing countries 
(NIC s )  are now an es sential part of  the world economic 
and financ ial picture . The viewpoints of  the various 
regions of the developing world must now be taken into 
account in the management of  international relations 
while  conf l icts of  regional origin are increa s ingly 
a f f ecting the stab i l i ty of the world in general . This 
latter circumstance i s  aggravated by the repeated attempts 
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o f  the two superpowers to view these s ituations within 
the context o f  the East-West confl ict . 6 

All  the se factors have brought about a phenomenon of  
" di f fus ion o f  power , "  giving rise  to a more interdependent 
but a l so more fragmented world . Thi s  new structure of 
world power presents the developing countries--and 
espec i a l ly the Latin American countries--with a complex 
balance o f  l imitations and opportunities . 

The se trends have l ed us to the point where we are 
moving from a world dominated by strategic security 
cons iderations and by confrontation between the two 
superpowers to a world character i z ed by a certain degree 
of  detente and by an atmosphere that is more propitious 
to the pursuit o f  other intere sts--economic , technologica l , 
socia l , ecological , and cultural--in  relations between 
nations . To the f ragmentation of  world economic and 
pol itical power are added the increa s ing complexity and 
di spers ion of strategic conf l icts . This process  has also  
been stimul ated by  the appearance o f  global problems--
such as energy , the environment , stagf lation , or external 
indebtednes s--on the solution of  which depends the wel fare 
of ever- larger sectors of the national societies . 

The s e  s o c i e t i e s in turn are a l s o  undergoing tran s ­
formation s .  The prolonged period of  economic growth , 
soc ial development , and democratic strengthening 
experienced by the industrial societie s during the po st­
war period has steadily raised the standard of l iving and 
promoted the strengthening and divers i f i cation of  the 
c ivil  soc ieties of these countries . Under pres sure from 
their  societies , the national states have committed them­
se lves to a wider and wider range of obj ectives that 
include , in addition to national security , economic 
development , the rais ing o f  income s , the maintenance of 
employment , the preservation of  the environment , and the 
protection of the cultura l identity and qual ity of l i f e  
o f  the society concerned . The se obj ectives have become 
a dec i s ive force in the external relations among states . 
At the same time , a s  the civil society has grown and 
become articulated into many dif ferent interest groups , 
the latter have aspired to take into the i r  hands an in­
creas ing proportion of the i s sues that concern the 
community . As re sponsibil ities have been trans ferred 
from the state to the c iv i l  soc iety and nongovernmental 
groups have there fore pro l i ferated , in a world in which 
the performance o f  such re spons ibi l ities depends more and 
more on international factors ,  the se groups have often 
had to seek the sat i s f action of  their interests at the 
external level . 7  

These new trends , which may be seen at both the 
worldwide and the national leve l s , reveal the fact that a 
transition i s  underway f rom the international system 
dominated by the concepts of " power "  and " secur ity "  that 
generally  preva i l ed during the immediate postwar period 
to one based on " interdependence "  and aimed at maximi z ing 
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the domestic wel f are o f  nationa l soc ietie s . 8 
The " real i s t i c "  approach to internationa l relations 

that prevai l ed earl ier during the postwar period was 
based on several as sumptions . The first was that inter­
national politics  were centered on the interests of  the 
superpowers and that the smaller  state s should al ign 
themselve s with one or the other of them ; thi s gave rise  
to  the formation o f  blocs  or spheres of influence within 
which the hegemonic power settled confl icts and imposed a 
certain order . Relations between the blocs consisted of  
a precarious coexi stence governed by certain rule s .  The 
second assumpt ion was that national soc ieties were rela­
tively s imple  units f rom the standpoint o f  their external 
pro j ection , with the ir actions depending on a l imited 
number of obj ectives , which were usua l ly subordinated to 
the need to maintain peace and security . The third 
a s sumption , one that followed from the f irst two , was 
that the agenda of  international affairs  was l imited to 
a sma l l  number of items and that the se were ranked accord­
ing to a rigid order of prioriti e s , with the que stion of 
security indi sputably holding the f irst place . The fourth 
as sumption wa s that the agents acting in international 
l i f e  were basical ly homogeneous and that they were 
represented by national states that did not recogni ze the 
legitimacy of any other agents having the capac ity to act 
between or within states . It is not surpri s ing that the 
f i f th as sumption was equal ly l imited in that it held that 
the repertory of  ways in which a state could use power to 
inf luence another state was l imited mainly to pol itical 
and mi l i tary matters and that the arenas in which such 
power could be deployed were al so l imited , wel l  def ined , 
and wel l  known . 

A l l  these as sumptions were called to question a s  a 
result o f  the newly emerging trends . At thi s  point one 
might venture to propose the hypothe s i s  that , contrary to 
the case in the pa st , ( 1 )  international relations are 
currently run by a growing number of center s of power ; 
( 2 )  the external action of  the se centers o f  power is  
aimed at meeting a much broader range of  obj ectives than 
in the past ; ( 3 )  the agenda of  international affairs is  
more diver s i f ied , more complex , and less  hierarchical ;  
( 4 )  international matters are managed by many new state 
and private agent s ; and ( 5 )  the se agents can use power 
re sources in a large var iety of  nontraditional ways and 
in a much wider range of arenas that are more l ikely to 
change and to be interrelated than before . 

The se trends have given rise to a new type of 
transnational system in wh ich one may recon struct the 
structure and operation of many " sphere s , "  " games , "  or 
" c ircuits " that operate on the bas i s  of the hypothe s i s  
j u s t  de scribed , us ing the agents and power resources 
contained in it  and that l ink in many new and diverse  
ways the different national societies in the pursuit of  a 
wide range o f  spec i f i c  interests . From thi s  perspective , 
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one might postulate that transnationa l i zed c ircuits  have 
ari sen in the f ields of energy , food , industry , techno logy , 
finance , strategy , science , ideology , culture , and 
rel i gion . Each of  the se c i rcuits has certa in very 
speci f i c  features . The conditions under wh ich the di f fer­
ent countries have acc e s s  to each of  them and a country ' s  
relative position within a c ircuit do not depend ex­
clus ively on its pos ition within the international 
hierarchy ( whether in the context of  the East-West con­
f l ict or of North-South relations ) but rather on its 
relative position wi th respect to the interests at stake 
in the c ircuits and to the divi sion of  labor establ i shed 
within each c ircuit to attain these interests . 9 The 
international structure i s  becoming more f luid and inter­
dependent , but paradoxical ly it is a l so becoming more 
fragmented and unsettled . The c r i s i s  with respect to 
the development s tyle preva i l ing in the industria l i z ed 
countrie s ,  discu s sed next , tends to accentuate thi s trend . 
within thi s  scenario , the developing , and especially the 
Latin American , countries that are more integrated in the 
international system have become more vulnerable to 
external inf luences  even though at the same time the ir 
maneuvering room has expanded , so that they must j uggle  
a complex set o f  ri sks and opportunities . 

THE CRI S I S  IN THE WORLD ECONOMY 

The prevai l ing po stwar style of development , which 
was based on the ideo logy of  modern i zation and growth and 
on the global pro j ection of  such a model through the 
demonstration ef fect brought about by the transnationa l 
corporations and their  support ive institutional apparatu s , 
was made possible by the international s tructure that 
preva i led during the early postwar period . The main 
features of  thi s  s tructure were the hegemony of  the 
united States and the predominance of cons iderations 
centered on the maintenance of  that nation ' s  strategic 
security , a s  wel l  a s  that of  the other countries with 
wh ich i t  had defense commitments within the context of 
the cold war . Thi s  internat ional structure made po s s ible  
the extens ion of  a deve lopment style that both expres sed 
and promoted the interests  of the United States and , 
a s  t ime went on , o f  its main a l l i e s . As the structure o f  
the internationa l system broke down , so d i d  the attempt 
to expand and d i s seminate the development style developed 
by its central power . 

Hence , s ince the late 1 9 6 0 s  the world economy has 
entered into a state o f  profound cri s i s . There can no 
longer be any que stion that the c r i s i s  i s  struc tural-­
rather than merely cyc l ical - - in nature . I t  has dealt  a 
serious blow to the developing world , particularly to the 
Latin American countries that had become more integrated 
in the international economy . The first manifestation of 
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thi s  cr1 S 1 S  took place i n  the ecological foundation o f  the 
economic growth process ; it later became evident that the 
crux of the problem was the industrial tran s formation o f  
the advanced soc ieties ; f inal ly , and over the shorter 
term ,  the viru lence o f  the cri s i s  was fully mani fested in 
the f inanc ial di sequ i l ibria that occurred at the world 
l evel and that have had a particularly strong impact on 
the developing countr ie s , e special ly in Latin America . 

Although according to thi s  hypothes i s  the breakdown 
of the prevai l ing postwar deve lopment style stemmed from 
the industrial transformation of the advanced countries , 
it must be stres sed again that the first  s igns o f  the 
problem were to be found in the disequi l ibria that 
a ffected the ecological base . These  di sequ i l ibria were 
caused , among other things , by the recent trends in 
population growth , the various factors l imiting e f forts to 
increase foodstu f f s ' production ; the uncertainty and in­
creased costs involved in the supply of  energy and in­
dustrial raw material s ,  the problems posed by the 
exce s s ive concentration of industrial growth in a few 
geographic areas , and the threat of  environmental 
pol lution , generated fundamental ly by the high dens i ty o f  
urban population and economic activity . 

The f i rst report on these i s sues , publ i shed under 
the sponsorship of  the C lub of  Rome , started a debate 
that gave rise  to a number of reactions at the theoretical 
leve l . The dec i s ions adopted by OPEC in 1 9 7 3  in respect 
to international oil trade sounded the alarm at the level 
of  real ity . 1 0 

Thu s , i t  began to be recogn i z ed that the rate and 
concentration of growth in the large industrial centers 
had taken place at the expense o f  the environment , the 
natural re sources base of  economic development in genera l , 
and the countries ' ecolog ical capac ity to su stain pro­
ductive activity . An awarenes s  arose o f  the physical 
l imits to economic growth . 

I n  the f ina l analys i s ,  the awareness  that such 
l imits did exist wa s one of the s igns that the advanced 
soc ieties were reaching the frontiers of the ir po stwar 
industrial development . " The c r i s i s  of the world economy 
i s  above a l l  an industrial cri s i s , "  begins one of the mo st 
recent reports on the world economy ' s  prospect s ,  written 
from a European viewpoint . 1 1  One might argue as  to 
whether the weakening of the momentum of industrial growth 
that ha s been evident in recent years in most of the 
developed countries i s  leading to a postindustrial society 
or to the indu strial i z at ion o f  services , in which thi s  
tertiary sector wil l  become the moving force behind 
economic growth and ensure the d i s semination of the 
technological transformations on which the progres s  of 
these soc ieties is to be based . One may a l so argue as to 
whether the world economy ha s entered a prolonged stage 
of  s low growth or whether the rapid adoption o f  
technological changes al ready underway wi l l  lead it to 
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recover its past dynami sm . One may attach a great deal 
of importance to the l imitations imposed by the supply 
of  energy and natural resources or may take an optimi stic 
view of  the potential o f  recent technolog ical  devel op­
ments in connection with energy and the production of  new 
mater ial s . Whatever the predictions may be with regard to 
these que stions , the fact rema ins that world industry i s  
going through a profound transformation , that recent 
technological advance s  are very important , and that human­
kind i s  on the threshold o f  an industrial revo lution the 
l ike of wh ich ha s not been seen s ince the l ate eighteenth 
century . 

The extraordinary growth o f  internationa l trade 
during the early postwar period was fundamentally  the 
result of the increased demand for tho se consumer durables 
that made it  pos s ible to adopt the "American way of  l i f e "  
--and t o  spread it a l l over the worl d ,  a demand met by 
increas ing special i z at ion among the industria l i z ed 
countries in accordance with Ricardian princ iples . Thus , 
each country atta ined a predominant position on the 
market in certain industrial sectors , and thi s  situation 
led to con stant price increases . These , along with the 
recon struction of Europe and the emergence of Japan as a 
great indu strial powe r ,  st imulated competition and 
tran s formed the range of spe c i a l i z ations a lready achieved 
by the dif ferent countries . At the same time , the growth 
of the demand for durable s  that had been the bas i s  for 
the development of  the more dynamic industries during the 
immediate postwar period began to weaken toward the end 
of the 1 9 6 0 s  and was followed by a substantial con­
traction , whi l e  the compo sition of the demand changed a s  
the markets f o r  durables  became saturated . 

A factor contr ibuting to thi s  was the change in the 
pre ferences  o f  the publ ic in a growing number o f  soc ial 
sectors as  a result  o f  the profound soc iocultural 
transformations that have been changing l i f e- s tyles  in 
the industrial soc ieties that have led to the spreading 
of attitude s attaching l e s s  importance to having more of 
the same and more oriented toward values relating to the 
qual ity of l ife . The se trends have been a s soc iated with 
the decl ine of productivity in the industrial i z ed 
countrie s ,  the fal l of investments and the reduction of 
the profitabil ity of  enterprises , the appearance of idle 
capac ity in a growing number of  indu stries , the s lowdown 
in the rate of technological innovation , the increa sed 
operat ing costs o f  sys tems o f  production and of  societies 
themse lves re sulting from inc reases  in wages and in 
pub l i c  expenditures , and , in genera l , the loss of 
competitivene s s  in an ever-greater number of productive 
activities . 

The aforementioned proce s s  of transnationa l i z ation , 
which al lowed for the exten s ion of the preva il ing postwar 
deve lopment style , a l so al lowed for the subsequent changes 
in the market structur e ,  in the pattern of  technological 



innovation , and in the form of organi zation that world 
production began to adopt in order to adjust  to tho se 
change s .  Here there tends to be a new international 
division of labor � although its future shape cannot yet 
be c learly perceived , it  i s  already cau s ing conflicts  
among developed countr ies and could alter the ways in 
which the developing countries have traditiona lly 
partic ipated in the world economy . 
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The developed countries had t o  make ma j or ad j u s tments 
in order to cope with the se changes . The adjustments were 
even more pa inful in the case of the developing countries  
that had become more integrated in the world economy . 
They had dependent and precariou s  economic structures and 
lacked resources  to pal l iate the negative ef fects of the 
c r i s i s  on their economic growth or to f inance the tran s­
formations the c r i s i s  made necessary . Both types of  
countrie s tried in d i fferent ways to make the se adj u st­
ments a s  smooth as  pos s ible by making ma s s ive u s e  of 
external f inanc ial resources . This  was po s s ible becau s e  
o f  the extraordinary l iquidity of  the world economy f rom 
the beginning of the 1 9 7 0 s ,  when after almost hal f  a 
century a rebirth of  the private f inanc ial markets began 
a s  a result of the weakening of the dol lar and o f  the 
accumulation of  surpluses by OPEC countries . 

THE TRANSFORMATI ON OF THE DEVELOP ING COUNTRIES 

The remarkabl e  growth rates of  an increas ing number 
o f  developing countries throughout the last twenty- f ive 
years and thei r  gradual integration into the inter­
national economy have given rise  to profound changes in 
their  economic , pol i tical , and social systems , a s  wel l  as 
in their  relations with the industria l i z ed countries . 
As has a l ready been noted , in the early 1 9 5 0 s  no one had 
much hope that the development o f  the countries of  the 
periphery might be brought about by stimu l i  from the 
external markets and go hand in hand with their  gradual 
integration into the world economy . Instead , it wa s 
argued that they should promote industrial i z at ion pol icies  
based on import substitution together with mechani sms 
a imed at regu lating the international markets for raw 
material s . 

During the early stage s of industrial i zation , many 
developing countries tried to replace imports of manu­
facturers by domestic production , particularly in the case 
o f  Latin America . Import substitution was a imed at in­
creas ing the proportion o f  national consumption that 
was sati s f i ed by local product ion . One of the immediate 
reasons for adopting thi s  strategy was that the developing 
countries were experienc ing chronic  balance-of-payments 
crises becau s e  o f  the s tructural situat ion of  external 
strangulation in whi ch they found themselves . Thi s  
strategy wa s a l s o  in l ine with the long-term pol itical 
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ob j ectives of  the nationa l governments .  O n  the one hand , 
it was hoped that import substitution would make it 
possible to reduce outlays in foreign currency and in­
crease the autonomy o f  tho se countries . On the other , 
the governing el ites found that the demands of certain 
soc ial sectors whose bargaining power was increa s ing as a 
result  o f  the development proce s s  itself  could be satis­
f ied by applying a pol icy designed to  encourage s imul­
taneously growth , income dis tribution , and employment . 

To the extent that dome stic demand allowed for the 
creation of  new indu stries that might some day--and th i s  
cons ideration h a s  now become a very important one--be 
ab le to compete with the external producers di splaced , 
it was pos s ible  to j ustify the leve l s  of  protection 
applied with the arguments that  had been put forth in 
favor o f  infant indu stry in the pa st . Natural ly , to the 
extent that thi s  condition was not met , the import­
substitut ion strategy was bound to come up aga inst serious 
l imitation s . I n  other words , industry had either to be­
gin to generate the foreign exchange required for its 
subsequent development or to adj u st its growth rate to 
the availabil ity o f  foreign exchange generated by primary 
production , which in certain cases had been given second 
priority in the context o f  these economic strategies . 
I n  practice , what u sua l ly happened was that imports of  
consumer goods were replaced by imports of  capital goods 
and inputs required for the operation and expans ion of  
the new indu strial park s . 

I n  time , many countries acknowledged tha t the 
tendency to use foreign exchange without generating it 
was not inherent to manuf acturing , and one after another 
they reached the conclus ion that they should place less  
emphasis  on protection and more on e f f iciency , competi­
tivene s s , and export promotion . S ince the mid- 1 9 7 0 s  
( and even earlier i n  the case of  island states or 
entrepot c i ty states tha t had no al ternative ) many coun­
tries have begun to try out ,  at dif ferent rates and in 
dif ferent ways-- some of them cl early exaggerated , as  in 
the case of some La tin American countries--new strategies 
based on the l ibera l i z ation of  the domestic market and 
the opening up of the ir economies to the exterior . 

Although thi s  trans ition has often been portrayed a s  
a strugg le between rival school s , the perspective o f  time 
ha s now enabled us to real i z e  that these stages should 
not in fact be considered a s  al ternative s ,  but rather as  
complementary proce sses . For many Th ird World countrie s ,  
the import- sub stitution strategy was the only option 
available at a g iven h i storical moment , in l ight o f  the 
stage of development at wh ich they found themselves and 
the existence of  an adverse externa l situation . I n  many 
cases , import substitution provided a ba s i s  not only for 
indus tria l i zation but also for the consol idation of  a 
country ' s  national identity . Moreover ,  not only did they 
not see at the time any es sential con f l ict between 
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producing for domestic and external markets , but their 
domestic markets often served a s  a springboard for reach­
ing the international markets .  Although it  is true that 
the growth strategies and forms of  external re lationship 
o f  the developing countries did sub sequently undergo 
changes , it is no l e s s  tru e ,  a s  the B randt Commi s s ion ' s  
report pointed out a few years ago , that these changes 
did not take place overnight : 

They cannot accomp l i sh the s e  changes suddenly ; 
but s ince the 1 9 6 0 s  many developing countries 
have moved towards strategies to promote exports 
and to o f f set d i sadvantages due to the insulation 
of  their domestic market s . . • . 

A number of  countries whi ch have introduced 
export-oriented pol icies have been able to exploit 
the i r  comparative advantage in world markets . 
They inc lude some Latin American countries with 
a fairly long history o f  national independence ,  
and some i sland and c i ty state economie s  which 
were f rom the outset obl i ged to rely on export 
demand . Once indu stria l i z ation ha s taken root , 
it i s  not only in labour- intens ive industries 
l ike c lothing or l eather products , but a l so in 
moderately capita l - in tens ive industries l ike 
electronics , steel and shipbuilding , that they 
can become h ighly competitive in world markets . 1 2  

As a resu l t  of the implementation of  the strategies , 
a s  the same report mentions , a l l  in a l l  manufactures 
are looming much larger in the total exports o f  develop­
ing countries . In 1 9 5 5  they made up only 10 percent of 
the i r  nonfuel  export s ;  ten years later they were 20 per­
cent ; and in 1 9 7 5  they pas sed 4 0  percent . 

Thi s  growth of exports evidently re f l ects more 
complex trans formations in the economies  that have 
reached intermediate stages  of  development , although it 
is true that th i s  growth wa s concentrated in a l imi ted 
number of countries . I n  view o f  the above , I mu st 
c omment , even though in general terms , on the increas ing 
differentiation that has occurred in recent years among 
the countries  of the periphery and on the s ituation of 
the developing countries that are at an intermediate 
s tage . 

The l i terature on the sub j ect has pro l i ferated in 
recent years . The f i rst report on the evolution o f  the 
international economy , prepared by the World Bank in 1 9 7 8 , 
provides a u s e fu l , a lthough controver sial , point of  
departu re for a discu s s ion of  the question : 

The devel oping countries have grown impres s ively 
over the pa s t  twenty- f ive years : income per 
person has increased by almost 3 percent a year , 
with the annual growth rate accelerating from 
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about 2 percent i n  the 19 5 0 s  to 3 . 4  percent in 
the 1 9 6 0 s .  Contra sted with what l ittle can be 
gleaned of  th e experience of these countries 
before 1 9 5 0 , thi s  i s  a substantia l improvement 
over the h i s torical record . Moreover ,  it 
compares extremely favorably with the growth 
rates ach i eved by the now developed countries 
over the period o f  thei r  industria l i zation . 1 3  

The report went on to note , however , that there had been 
marked dif ferences in the performance of individual 
developing countries in thi s  period : " Growth rates have 
generally been lower in the low income countries of Africa 
and Asia , where the maj ority o f  the world ' s  poor l ive . 
I n  countries accounting for half  the population of  the 
developing world , income per person has risen by l e s s  
than 2 percent a year . "  

I t  mu st be borne in mind , therefore , that the 
developing countries dif fer greatly as regards the s i z e  
o f  their economies , their  income l evel s ,  their re sources , 
their economic structures ,  their  organizational forms , 
their technical capab i l ities , and their  l inks with the 
world economy . Thu s ,  a leg itimate distinction may be 
drawn , at lea s t ,  between : ( 1 ) the oil-exporting coun­
trie s ,  ( 2 )  countries that are at intermediate stages of  
development , and ( 3 )  the l e s s  deve loped. countries , or low­
income countrie s ,  that make up the so-cal led Fourth 
World . There are a l s o  g reat differences among the low­
income countries : I n  thi s  regard , the World Bank ha s 
establ ished a di stinction between mining economies and 
predominantly agricu l tural economies . 

The World Bank report u sed per capita income a s  the 
fundamenta l indicator for di stingui shing between the 
latter two categories of countries . Other analyses take 
into account , in addit ion to per capita income , the share 
o f  manufactures in total export s ,  the per capita va lue of 
industrial exports ,  and the share of " compl ex products " 
in such exports . " S impl e "  industrial products usual ly 
include texti les , clothing and footwear , and chemical s 
that are obtained mainly from the elementary process ing 
of other primary products ; a l l  other industrial goods 
are considered " complex . "  

The fact i s  that in recent years some Latin Amer ican , 
Asian , and southern and eastern European countries have 
rapidly emerged as producers of manufactures that are very 
competitive on the internationa l market . Th i s  phenomenon , 
sometime s described as  " the emergence of  two or three 
Japan s "  in the field of  trade , i s  becoming increa s ingly 
important . I n  Anglo-Saxon l iterature , these countries 
are referred to a s  newly industria l i z ing countries (NIC s ) . 
DECO include s in th i s  category Hong Kong , South Korea , 
S ingapore , Taiwan , Bra z i l , Mexico , portugal ,  Turkey , 
and Yugoslavia . A United Kingdom Fore ign and Commonwealth 
O f f i ce report entitl ed Th e Newly I ndustrial i s ing Countr ies 
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and the Adj u stment P rob lem ,  published in London in 1 9 7 9 , 
a l so l i st s  the Phil ippine s ,  India , I ran , Malay s ia , 
pak i stan , Thai land , Argentina , Spain , Greec e ,  I srae l , 
Malta , Hungary , poland , and Romania . 

A feature common to all  these countries i s  that they 
a l l  have a substantially higher growth potential than the 
l e s s  devel oped countries and consequently have more 
opportun ities for ra i s ing the l iving standard of  the poor ; 
these opportunities are not exc lus ively concentrated in 
the rura l sector . Another f eature of these countries i s  
the h igh growth rate of  their industrial exports over the 
last f i fteen years and their increa s ing access  to inter­
nationa l credit in the mo st recent period . Thi s  means 
that thei r  development is much more dependent upon inter­
nationa l trade and the world capital markets than that 
of the poorer countr i es and that the ir economie s  are much 
more sensitive to trends in the industrial i z ed countries . 

I t  i s  not surpris ing tha t in order to maintain the ir 
economic growth or to pal l iate the impact of  the inter­
nationa l c r i s i s  on thi s  process , some of these countries 
should have required substant ial external f inanc ing , 
on the one hand , or that they should have obtained acces s ,  
to an unprecedented degre e ,  to the international capita l 
markets , on the other . At the same time , it must also  be 
noted that because of the defects in their accumulation 
proce sses  and the social inequa l ities inherent in their  
pol itical systems , the pub l i c  and private sectors of  many 
of these countries u sed th i s  external credit inef f ic iently 
and inequ itably and cons iderably aggravated the conse­
quence s  o f  thei r  ex ternal indebtednes s . 

THE EXTERNAL INDEBTEDNESS OF LATIN AMERICA 

The above-de scribed changes in the internationa l 
system provided the neces sary , although not suf f i ci ent , 
conditions for the Latin American countries to reach such 
a high l evel of  external indebtednes s . l � 

I ndeed , throughout the last ten years , the external 
debt of  the Latin American countries rose more than ten­
fold , reach ing a total o f  around U S $ 3 0 0  b i l l ion , a f igure 
that represents a lmost  half  the external debt of the 
developing countries  as  a whole . From another point of 
view ,  one might say that whereas in 1 9 7 0  the external 
debt of  the Latin American countries represented a l ittle 
under 12  percent of  the gross dome stic product of  these 
countrie s ,  towa rd the end of  1 9 8 2  it repre sented 3 0  per­
cent of  that product . At the same time , a s  a resu l t  of 
the combined e ff ect o f  the increa se in the level of  the 
debt and the increa se in intere st rates , the service o f  
the debt , which in 1 9 7 0  represented around 7 percent of 
the va lue o f  export s ,  represented a lmost 4 0  percent of 
the value of  exports at the end of 19 8 2 . Moreover , s ince 
most of the new credits obta ined by the Latin Amer ican 
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countries came f rom private sources , the repayment terms 
were much shorter than ten years earl i e r ,  so that the 
short-term external debt became dangerou sly higher than 
the amount tha t might reasonably be expected to be in­
curred in connection with the f inanc ing o f  trade . I t  
shoul d  be remembered tha t ,  wherea s in the early 1 9 7 0 s  
around 8 0  percent o f  Latin Amer ic a ' s  externa l financ ing 
came from pub l ic sources , at the beginning of  the 1 9 8 0 s  
exactly the same proport ion came f rom private sources . 
I t  should al so be borne in mind that s ince most o f  these 
debts are sub j ec t  to f luctuating intere st rates , it has 
been impo s s ible  to make any forecasts  at  the time o f  
s igning the loan agreement about the future service costs 
that in the late 1 9 7 0 s  have shot up abruptly . At 
more or less the same time as  the f lows of  direct 
foreign inves tment to Latin America have fal len , Latin 
American countries found themselves in the sudden 
f inanc ial squee z e . 

The l evel and characteri stic s o f  Latin America ' s  
external indebtedness may be explained by both inter­
national and dome stic factors , the relative weight of 
which i s  very d i f f icult to a s s e s s  as yet . On the one 
hand, the fact th a t  th i s  externa l indebtedne s s  has 
a f f ected countries that have followed very different 
economic pol ic i e s  would seem to underl ine the importance 
o f  external factors in explaining the phenomenon . On the 
other , the circumstances that the external sector of 
L a t i n  Ame r i c a  s e ems to h a v e  b e e n  affec ted more than other 
developing regions that had ach i eved a cons iderable de­
gree of  integrat ion in the world economy , such as South­
east Asia , would seem to indicate that domestic pol icies  
had a great deal  to do with what happened in Latin 
America . S ti l l  it  mus t  be kept in mind that the Latin 
American countries have very distinct economic , soc ial , 
and pol i tica l struc tures and hence are very d i f f erent a s  
regards their capacity t o  ad j u st t o  the external cycle . 

I t  i s  worthwh i l e  noting three of  the factors that 
led to such an abundance of external resources during the 
past decade . The f i rst ha s to do with the impact of  the 
two large oil -price increases  and the resulting accumu­
l ation o f  f inanc ial surpluses in the hands o f  the OPEC 
countries , which had to be recycled by the private bank s . 
The second i s  related to the fall  in the rate of  invest­
ment and the appl ication of anti-inflationary monetary 
pol ic i e s  by the main indu strial countries , in the context 
o f  a protracted period of  rece s s ion , wh ich meant that 
the se countries could not absorb surpluses a s  dynamically 
a s  they h ad been ab le to  do  in the past . The third ha s 
to do with the fact that the strengthening of  the role of  
the private bank s and the increa s ing use  o f  mechani sms 
such as syndicated loans obtained on the Eurocurrency 
market ( which accounted for over 9 0  percent of  capital 
f l ows to the developing countries dur ing the last decade ) 
led to a lowering o f  standards for creditworthines s .  



This i s  because  these markets operate on a global scale 
and feel that , at  that l evel , they do not need to 
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analyze spec i f i c  operations very carefu l ly ; i t  was the re­
fore pos s ib l e  to increa se operations dramatically , lower­
ing costs in exchange for risk s  that are now coming to 
l ight in very complex ways . The fact is that during the 
1 9 7 0 s  the banks competed for customers to whom they could 
loan the ir surpluses and that previously inel igible 
c l ients , inc luding the relatively more advanced developing 
countrie s , became el igible for loans . 

At the same t ime , the demand for international 
credit in the Latin American countries rose  abruptly as 
a result of  the aforementioned trends . Many of the se 
countries had to undertake cons iderable changes in order 
to adjust to the shifting conditions of the international 
economy--whether to meet the h igher cos t  of oil or to 
penetrate the markets more e f f i c i ently--wh i l e  at the same 
time they had to pre s s  on in the ir struggle aga inst 
inf lation . That is why many Latin American countries 
tried during this period to trans form their economies , 
revis ing the incentive s o f fered , the ir tarif f  policie s ,  
and their f i nanc ial , tax , and social- security systems , 
among other s .  I n  the proce s s , enterprises  had to seek 
c redit , either to stay in the market if they had been 
unfavorably affected by the changes or to expand if their  
competitive posit ion had improved . Th i s  generated 
pres sures that raised dome stic interest rates and c reated 
a strong incentive to obtain credit abroad , where interest 
rates were more favorable . The demand for external c redit 
rose to unprecedented leve l s  a s  a resu l t  of the increased 
pub l ic expenditure that some Latin American countries 
undertook in order to f inance expans ion plans based on 
pro j ects tha t  were either sub j ect to a long period of 
maturity or very large in scale , particu larly in the case 
of the o i l - exporting countries . I n  other cases  the 
excess ive expenditure of the private sector , a proce s s  
that was accompan ied b y  a strong preference for con­
sumption and a deterioration of  the investment proces s ,  
brought the demand for external c redit t o  formerly 
unknown l eve l s . 

The development strategy based on external indebted­
nes s  that was followed by the Latin American countries 
during that period seemed reasonable at the time becau se 
the loans were granted on very f l exible terms and at 
negative or very low real interest rates and long 
maturities . I n  fact , thi s  strategy made it pos s ible  to 
pal l iate for some time the impact of the international 
rec e s s ion on the Latin American countries and for mos t  
of  the p a s t  decade enab l ed them t o  grow at a cons iderably 
higher rate than the indu stria l i z ed countrie s . However ,  
the advocates o f  these careless  policies  o f  externa l 
indebtedness underest imated the r i sk that f luctuating 
interest rates and short maturities migh t raise the cost 
of servic ing the debt above and beyond the short-term 
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repayment capacity of  the countri es concerned , revers ing 
the trend toward permi s s iveness  of the internat iona l bank s 
and beginning a period o f  expens ive and restricted credit . 

The r i sks  implicit  in such situations were aggravated 
by the surpris ing lack of  regulation of  the internationa l 
f inanc ial markets during thi s  entire period . As has been 
mentioned , the internationa l private bank s played a ma j or 
role in recyc l ing the f inanc ial surplu ses accumula ted 
during tho se years , whereas the rol e  of the internat iona l 
f inanc ial institutions was dra stically curtailed . For 
example , I nternational Monetary Fund f inanc ing , wh ich in 
the 1 9 6 0 s  was equival ent to 16 percent of the va lue of 
world trade , in the late 1 9 7 0 s  only represented 3 percent . 
Likewi se , in the case of  Latin Amer ica , loans authori z ed 
by the Inter-American Deve lopment Bank , wh ich had amounted 
to the equivalent of 2 5  percent of the deficit  on current 
account of those countries during the period 1 9 6 5 - 1 9 7 0 ,  
dropped to 1 1  percent during 1 9 7 5- 1 9 8 0 ,  and the , World 
Bank ' s  share dropped from 21 percent to 12 percent between 
tho se two periods . The deterioration of the role o f  
pub l i c  agenc ies in providing external financ ing f o r  Latin 
America had very seriou s impl ications , ina smuch a s ,  when 
faced with the cri s i s , the internationa l private banks 
proved to be very unrel i able and to lack vis ion : They 
cut down on credit and , taking advantage of the fact that 
the debtor countries were forced to renegotiate , shortened 
matur ities and increa sed the cost of loans ( i . e . , raised 
interest rates and commi s s ions ) prec i sely at a time when 
the debtors were experiencing d i f f iculties and de spite 
the fact that the renegot iations reduced the bank s ' risks . 

Thi s  l eads to a f inal ob servation--one that is  
directly rel ated to the purpose of thi s  chapter--concern­
ing the l ink s that exist  between the externa l indebtedness  
o f  Latin America and the general trends o f  the world 
economy and of world pol it ic s . I am referring to the 
re spons ib i l ity that the international community shou ld 
a s sume with regard to the debt problem . So far , the 
search for ways of deal ing with the cri s i s  ha s been left  
almost entirely to the creditors , whi l e  national monetary 
authorities and internationa l f inancial institutions have 
pl ayed a very l imited role  and other sectors , either 
economic or po l itica l , have been virtua lly excluded . In 
referring to the intere sts involved in the cris i s ,  U . S . 
Secretary of  the Treasury Donald Regan po inted out the 
fol lowing : 

I t  is  right for Amer ican citi zens to ask why 
they and their government need be concerned about 
the internationa l  debt problem . Why shou ld we 
worry if some foreign borrowers get cut o f f  from 
bank loan s ?  and why should we worry if bank s 
lose money?  Nobody forced them to l end , and they 
should l ive with the consequences of their  own 
dec is ions l ike any other bus ine ss . . . .  



I f  a l l  the u . s .  government had in mind wa s 
throwing money at the borrowers  and their  l enders , 
it  wou ld be diff icu l t  to j u s t i fy u s ing u . s .  funds 
on any ef forts to resolve the debt cri s i s , 
e spec ially at a time of dome stic spending 
ad j u stments • • . .  But of  course , there is  more 
to the probl em,  and to the solution . F irst , 
a further abrupt and large- scale contraction of  
LDC [ le s s  developed country] imports wou ld do 
ma j or damage to the U . S .  economy . Second , i f  
the situation were handl ed badly,  the diffi­
culties  fac ing LDC borrowers might come to appear 
so hope l e s s  that they would be tem�ted to take 
desperate s tep s to try to escape . 1 
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I t  mu st be recognized that the current situation i s  
a consequ ence not only o f  the pol ic i e s  appl ied b y  the 
debtor countries but also  of the incon s i stent behavior 
of  private sources of f inanc ing that  wa s aggravated by 
the lack o f  regulation of the international financ ial 
markets .  Hence , it  must a l so be acknowl edged tha t  the 
entire internationa l community is respon s ible for deal ing 
with the cri s i s . 

I n  the f irst place , in the future the servic ing of  
the debt wil l  have to be s cheduled in accordance with the 
requirements of the deve lopment proce s s e s  of  the debtor 
countries and the exigencies of world economic recovery � 
to thi s  end , the renegotiation o f  ex i s ting loans or the 
grant ing of new international loans mus t  be carried out 
with these obj ective s  in mind . In the second place , 
the dispo s i t ion o f  pr ivate banker s  to operate with 
borrowers in the devel oping countries mu st not be sub j ect 
to sudden change s � to th i s  end , the banks shou ld work in 
closer contact with the debtors themselve s ,  with the 
monetary authorities  o f  the ir own countries , and with the 
international f inanc ial institutions . F inal ly , measures 
mu st be taken to enable these agenc ies to work effectively 
to ensure the neces sary compatibil ity between inter­
national financing and the rea sonably smooth behavior of  
the world economy , without neglecting the role of the 
developing countries in it . 

I n  thi s  regard , it  i s  e s sential to strengthen the 
l ink between f inanc ing and trade , which has been seriou s ly 
weakened by the deterioration in recent years of the 
terms of  trade for mo st Latin American export commoditie s , 
by the strong protectionist  measure s adopted by the 
developed countrie s ,  and by the general breakdown of the 
rul e s  that governed the system of internat ional trade . 
He lmut S chmidt , former chance l lor of the Federal Republ i c  
of  Germany , had th i s  t o  s a y  o n  the sub j ect : " Credit 

. 

creates trade � trade secures credi t . Ma j o r  deve loping 
countries balance-of -payments problems cannot be cured if 
we shut our markets to them . I n  many respec t s  the 
developing countries  are now in a po sition s imilar to 



7 0  

that of the German Reich in the 1 9 2 0 s : Germany could not 
meet its ' reparation ' payments because the a l l i e s  were 
not prepared to tolerate German trade surplu ses . So 
Germany could not meet its  debt repayments and lost its 
credit-worthine s s . ,, 1 6 

I t  i s  to be hoped tha t ,  given the present c ircum­
stance s ,  the international community wil l  be more far­
s ighted about Latin America and the rest o f  the develop­
ing world than it wa s about Germany after World War I and 
that it wi l l  thus be abl e  to prevent the social dis­
orders that would inevitably break out , albeit under new 
forms , if greater pres sure were to be put on the debtor 
countries . 
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External Debt Problems 
of Latin America 

Enrique V. Iglesias 

By the enc of  1 9 8 3  the total external debt of  Latin 
America amounted to approximately U5 $ 3 l 0  bill ion ( Table 
4 . 1 ) . It i s  estimated to have grown by 7 percent during 
the year , a rate that was much lower than the 12 percent 
of  1 9 8 2  and far below the growth rate o f  around 23 per­
cent , which was the average between 1 9 7 9  and 1 9 8 1 .  The 
net flow of external capital to Latin America fell  from a 
peak o f  U5 $ 3 8 . 0  b i l l ion in 1 9 8 1  to U5 $ 1 6 . 6  b i l l ion in 
1 9 8 2  and U5 $ 4 . 5  b i l l ion in 1 9 8 3  ( Tabl e  4 . 2 ) . 

This sharp drop in the growth rate o f  the debt was 
mainly the result of  the restrictive pol icy adopted by 
the international commercial bank s with respect to Latin 
America . I n  1 9 8 3 ,  these  banks granted virtual ly no new 
autonomous loans to the region , channel ing the ir credit 
through the renegotiations o f  the external debt 
initiated by several Latin American countries . Under 
such circumst ance s ,  a substantial part of the increase  in 
the debt was accounted for by the fact that the banks 
capitali zed interest payments .  This was partly a result 
o f  pres sure brought to bear by the I nternational Monetary 
Fund to induce the bank s to ref inance part ( u sual ly 
around 5 0  percent ) of  the intere st earned , as  a contri­
bution to the adj ustment program sponsored by the Fund . 

The need to ref inance a cons iderable portion o f  the 
intere st payments becomes obvious when one takes into 
account the tremendous burden that they repre sent for 
most of  the countries o f  the region . Indeed , despite 
the fact that in 1 9 8 3  intere st payments fel l , mainly as  a 
result of  the s l ight decl ine in the prevail ing rates on 
the main international f inanc ial markets , they still  
amounted to  the equival ent of 3 5  percent o f  the value o f  
exports of  good s and services f o r  the region as a whole 
( Table 4 . 3 ) . 

The share o f  the banks in the region ' s  external 
indebtednes s  has o f  course increased notably . In  the 
1 9 6 0 s it was relatively insignificant , whereas in the 
1 9 8 0 s  it was over 50 percent and in some countries 
(Argentina , Braz i l , Chi l e , Mexico ,  Vene zue l a )  amounted to 
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Table 4 . 1  Latin America : Total External Debt 
( end-of-year balance in bi l l ions of u . s .  dol lars ) 

country 

Latin America 

Oil-exporting countries 
BOliviab 

Ecuador
c 

Mexicod 

Peruc 

Venezue 1a
c 

Non-oi1-exporting 
countries 

Argentinad 

Brazi 1c 
d 

Colombia b 
Costa Rica 
Chi led 

E1 Sa1vador
c 

Guatema1ad 

GuyanaC 

HaitiC 
b 

Honduras 
b 

Nicaragua 
Panama 
paraguayC 

Dominican Repub1ic
d 

uruguayd 

1981 

2 5 7 • .  890 

1 1 6 . 7 7 7  
2 . 4 5 0  
5 . 7 5 6  

7 2 . 007 
8 . 2 2 7  

2 8 . 3 7 7  

14 1 . 1 1 3  
3 5 . 67 1  
65 . 000 

8 . 160 
2 . 345  

1 5 . 5 4 2  
980 
7 6 5  
6 8 7  
3 2 6  

1 . 05 5  
2 . 1 6 3  
2 . 3 3 3  
1 . 1 2 0  
1 . 83 7  
3 . 1 2 9  

a
preliminary estimates subj ect t o  revi sion 

b
public debt 

1982 

289 . 4 3 7  

1 2 8 . 948 
2 . 3 7 3  
5 . 7 8 8  

81 . 3 5 0  
9 . 5 0 3  

2 9 . 934 

160 . 489 
3 8 . 907 
7 5 . 000 

9 . 506 
2 . 60 3  

1 7 . 1 5 3  
9 1 7  
858 
689 
7 6 5  

1 . 1 98 
2 . 7 8 9  
2 . 7 3 3  
1 . 1 95 
1 . 9 2 1  
4 . 2 5 5  

309 . 800 

1 3 4 . 500 
2 . 700 
6 . 200 

85 . 000 
10 . 600 
30 . 000 

1 7 5 . 300 
4 2 . 000 
83 . 000 
10 . 300 

3 . 050 
1 7 . 600 

1 . 2 00 
1 . 000 

800 
800 

1 . 500 
3 . 400 
3 . 100 
1 . 300 
2 . 000 
4 . 2 50 

c
Inc ludes officially guaranteed public and private external debt , 
plus nonguaranteed long- and short-term debt with financial 
institutions reporting to the Bank for International Settlements 

d
Total public and private external debt 

Source : Economic Commis s ion for Latin America , on the basis of 
official figures and publications of international financial agencies . 

more than two-thirds o f  the total debt . Obviou s l y ,  
debts with private banks reached the se proportions be­
cause o f  the wi l l ingne s s  o f  the banks in que stion to 
finance mo st of the region ' s  deficit on current account 
from 1 9 7 4  on . In actual fact , bank loans have been 
available in abundance ,  except during a short rece s s ion 
in the mid- 1 9 7 0 s . Recently , however , the bank s have 
become much more cautious about making new commitments 
in general and particularly in respect to granting loans 
to the developing countrie s .  
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Many factors are responsible  for thi s  tighter 
attitude on the part of  the commerc ial external credit 
institutions . I n  the first  place , the cycl ical decl ine 
in the industrial economie s  ha s weakened the bank markets  
in their countries o f  origin , causing national c li ents to 
meet with payments diff iculties or to go bankrupt whi l e  
at the same t ime increasing the demand f o r  credit ; more­
over , many o f  the bank s ' c l ients in developing countries 
have experienced payment s  problems . Other factors 
accounting for the bank s ' lack o f  interest in granting 
loans to developing countries include a more genera l i zed 
attitude of  circumspection concerning the divers i f ication 
of the ir portfolios and di sequilibria in the relation 
between their capital and their  assets . 

The payments problems of  the developing countries 
wi th regard to the private banks have been e specially 
apparent in Latin Amer ica . I n  1 9 8 2  there were seriou s  
payments crises  in Mexico and Argentina , which were 
among the leading bank debtors , and also  in Bol ivi a ,  
Ecuador , and Costa Rica . I n  addition , other countrie s , 
such a s  Cuba and Vene zuel a ,  announced that they were to 
reschedule their  next payments .  

THE ORIGINS OF THE PROBLEM 

The I nternational Rec e s s ion 

More than at any other time s ince World War I I , 
after 1 9 8 2  the growth o f  the periphery in general and o f  
Latin America in particular was heavily conditioned by 
constraints deriving f rom the poor economic evolution of 
t h e  center . I t  i s  true that cau s e s  o f  internal origin-­
such a s  those linked to the unsat i s f actory management of  
fiscal  and exchange policies and to problems of an extra­
economic character--account for most of  the big de­
crea ses in the product in the countries of the Southern 
Cone , for dec l ine of  GNP in several Central American 
economies , or for the stagnation of economic activity in 
countri e s  such a s  Mexico . Nevertheles s ,  the ma j or 
external constraint s stemming from the reces s ion in the 
industrial i zed economie s  constituted a brake that had a 
genera l i zed handicapping ef fect on the economic growth 
of the entire region . 

Thus , the main origin o f  the problem i s  to be found 
in the international rece s s ion , which has been unusua l ly 
drawn out . In  practice , the reces s ion in the industrial 
countries has reduced the aggregate demand of  the central 
countries and consequently has brought down the price of 
Latin American exports ; to make matters worse , the 
developing countries have sought to off set the drop in 
prices by exporting larger vo lumes , a move that produce s  
an even greater glut o n  the market and lowers prices i n  
its turn . Here again , the countries as  a whole  must  step 
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u p  their  ef forts s imply t o  remain i n  status quo . In  any 
case , the recess ion has an eroding ef fect on what looks 
l ike a means of paying off the debt ( i . e . , export s )  and 
affects the bank s ' opinion of the solvency o f  countrie s , 
to the detriment o f  the real source o f  payment ( i . e . , 
loans granted on rea sonabl e  terms ) . 

Although the rece s s ion in the industria l i z ed 
economie s in 1 9 7 4  and 1 9 7 5  was more critical than its 
counterpart today ( the gross  domestic product of the DECO 
countries fell  by 1 percent in that period) , it la sted 
only two years . I nstead , 1 9 8 2  was preceded by a period 
of meager growth in the center , in wh ich real intere st 
rates f luctuated around 6 percent , and in which DECO ' s  
volume of  imports decreas ed or only marg inal ly expanded . 
Continu ing thi s  trend , 1 9 8 3  wa s a l so a year in wh ich the 
prices of the primary commodities produced by the 
periphery fell  again and the s ixth consecutive year in 
wh ich the terms of trade deteriorated for the non­
petroleum-exporting developing countries . 

To thi s  set o f  unfavorable circumstances was added 
yet another of particular signif icance : the above­
mentioned reduction in absolute terms of  the net flow o f  
capital into the periphery . T h i s  decl ine was especially 
severe in the case o f  the non-petroleum-exporting coun­
tries of Latin America . 

Thi s  s ituation was l inked , in turn , to the un­
expected durat ion of  the reces s ion in the center . Its  
prolongation , and the repeated postponement of  the first  
s igns of  recovery beyond the antic ipated date , brought 
about a l iquidity c r i s i s  in the industria l i z ed economies  
that made itself  felt in an upsurge o f  demand for  credit , 
which was no longer due to the prevalence of inf lationary 
expectations--s ince , as  already shown , the rate of  in­
f l ation had decreased- -but stemmed from the need to 
supplement the low cash flows caused by the continuou s  
and unexpected reduction of  sales . As thi s heavy demand 
for credit coincided with stabi l i z ation pol icies  center­
ing on monetary restrictions , it generated unprecedented 
real interest rates and l ed to decl ine s in production , 
particularly in the sectors mo st s ensitive to the rate o f  
interest ( such as  those produc ing capital goods and 
durable consumer goods ) and to reductions in inventorie s . 

Unfortunately , primary commodities , which con stitute 
the periphery ' s  stapl e exports , are among the goods for 
which ad justment to a contract ion in demand is  made 
mainly through a fall  in prices . I n  other instances they 
constitute input s for industries that are particularly 
hard hit by a rece s s ion in the center ( for example , metal 
products for the motor vehicle and construction in­
dustrie s ) , or aga in the ir inventorie s are l iable to be 
drastically reduced when the rate of  interest rises . 

Viewed from thi s  angle , the persistence of de­
flationary pol icies  in the center has especially af fected 
the periphery ' s  export prices but only partly hit 



7 9  

dome stic prices i n  the center itsel f . Consequently , 
downward price rigidity a s  regards the goods produced in 
the indu stria l i z ed countries has aggravated the 
deteriorat ion of the periphery ' s  terms of  trade . 

Of  course , there i s  nothing new about the fact that 
stabil i z ation pol ic ie s  app l i ed in the central economie s 
are more prone to bring down the periphery ' s  terms of  
trade than to reduce inf l ation in the center . What i s  
new i s  that because o f  the unexpected prolongation of  
the reces s ion a l iquidity cris i s  occurred that kept real 
interest rates exceptional ly high--in contrast with what 
happened in 1 9 7 4  and 1 9 7 5 , when the real interest rate 
was negative--and that also  made for restriction of  the 
net f l ow o f  capital into the periphery , a circumstance 
that l ikewi se implied a s igni f icant dif ference f rom what 
had occurred during the 1 9 7 4 - 1 9 7 8  cri s i s  and again in 
1 9 8 0 . 

As was al ready said , thi s  dec l ine was partly due to 
the high l eve l s  o f  indebtedness reached by the deve loping 
countries and to the s lower expans ion of  bank capital and 
partly to the re luctance of  the internationa l bank ing 
system to increase its loan to the periphery at a time 
when the value of the l atter ' s  exports was diminishing . 
The perverse nature o f  thi s  change lies  in the fact that 
the reduction in the value o f  the periphery ' s  exports was 
due not to a contract ion in their volume ( in fact it 
expanded)  but to the very marked fa l l  in export prices .  
Thu s , s ince the banking system took a s  the index o f  the 
periphery ' s  capac ity o f  payment the current value of  its  
exports--and not their  future value , which would in­
corporate more normal terms of  trade , capital movements 
tended to aggravate rather than to a l l eviate the external 
crisis . 

The H igh Cost of Credit 

All the indicators suggest that the terms on which 
Latin America contracts its debts have reached a point 
where new loans barely provide minimum relief  from the 
burden of indebtednes s .  Thus F igure 4 . 1  shows that 
interest rates have become very positive in real terms in 
the past years , after having been negative , a l so in real 
terms , ever s ince the mid- 1 9 7 0 s . 

However ,  f rom the point o f  view o f  the debtor coun­
trie s ,  the h igh interest rates must primarily be con­
s idered in relation to the prices of the region ' s  exports . 
I t  can then be seen that the real cost of credit for 
Latin America increased spectacularly between 1 9 8 1  and 
1 9 8 2 ,  s ince the L IBOR rate rose unusually  high wh i l e  at 
the same time there wa s a sharp drop in export prices 
( F igure 4 . 1 ) . This c l early shows the extent of the 
deterioration in the region ' s  external debt-servic ing 
capac ity due to exogenou s factors .  
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F igure 4 . 1  Evolution o f  London Interbank Of fer Rate 
( L IBOR) , Nominal and Real 
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The avai lable data a l so show that the ef fect o f  the 
high basic intere st rates s ince 1 9 8 1  has been even further 
aggravated by the rise  in the variable component of  
interest on loans in Eurocurrencies to developing coun­
tries , wh ich , in turn , reflects the greater risk run by 
the bank s in l ending money to the countries in question . 
The negat ive ef fect of the high basic interest rates i s , 
moreover , twofold in that they inc rease not only the cost 
o f  new loans but a l so that of loans previously contracted 
at variable interest , which have increa sed notably in 
Latin America s ince the beg inning of  the 1 9 7 0 s . 

The recent intere st-rate trends have thus given rise  
to a new phenomenon , that o f  interest rates be ing a debt 
burden in themselves . Thus , it is estimated that in 1 9 8 3  
interest payments amounted t o  the equivalent o f  3 5  per­
cent o f  export earning s  of Latin American countr ies and 
almost  to 4 percent of these earnings in the case of the 
non-oi l -exporting countries o f  the region . 

The second cause of  the increase in the cost of 
indebtedne s s  has to do with the evolution of  the average 
time in wh ich the loans mature . Even in the absence of 
complete data on debt repayment periods for 1 9 8 2 ,  it 
seems l ikely , to j udge by trends in the preceding year , 
that they were shorter , thu s accelerating debt- servic ing 
payments and putting pres sure on the countrie s '  capacity 
to pay . 

I t  i s  interesting to observe that Bra z i l  has opted 
for longer payment periods at the cost of accepting much 
bigger margins of  interest . Because of  thi s ,  its interest 
payments have increased to such an extent that they have 
given rise  to balance-of-payments prob lems . Mexico , on 
the other hand , has accepted shorter payment periods but 
sma l l er marg i n s  o f  intere s t  in recent years � cons equ ent ly , 
the ma in feature of its indebtedne ss  cri s i s  has been the 
maturing of a large number of loans within very short 
spaces o f  t ime . Thus , both Bra z i l  and Mexico have 
experienced severe debt- servic ing diff icultie s ,  although 
the pres sure point has been different in each case . 

Contracting short-term debts is  usua l ly symptomatic 
of payments diff iculties : Debtors need new loans in order 
to serve their debt , but the entities granting the 
credits , in cons ideration of the greater ri sks involved , 
are unwil l ing to grant long- term loans . Thi s  increases 
short-term l ending and means that there i s  a greater 
accumulation o f  debts that have fal len due .  Even though 
it is still  d i f f icult to obtain accurate data concerning 
short-term indebtedne s s ,  provis iona l data suggest that it 
amounted to 3 0  percent of  Latin America ' s  total debt in 
1 9 8 1 , a f igure that probably rose in 1 9 8 2 . 

The increa se in short-term indebtedness , comb ined 
with the shorter maturities o f  medium- term instrument s ,  
means that it i s  necessary to ref inance progressively 
l arger proportions of the debt each year . However , as 
has al ready been stated , the burden in terms of  interest 
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payments has already reached serious proportions .  I n  
addition , the traditiona l rescheduling o f  amortization 
payments would scarcely relieve the country in the se 
c ircumstances . Moreover , the greater the share of the 
debt to be paid to the bank s ,  the greater their risk , 
wh ich makes  it even more d i f f icult to obtain new loans 
on reasonable terms . 

Development Strategy Based on I ndebtedness  

During the 1 9 7 0 s ,  Latin America opted for a develop­
ment strategy based on indebtedne ss . For a number o f  
years the resu l t  was pos itive . Although a fter 1 9 7 4  the 
expans ion of the world economy was feeble , the economic 
growth o f  Latin America wa s relatively brisk and con­
s iderably greater than that o f  the OECD economies . In 
addition , this  s trategy seemed eminently reasonable 
s ince indebtedness  was " cheap , " with very low or negative 
real interest rate s , lengthy payment periods , and servic­
ing payable in dol lars , whose real value was being eroded . 

However ,  tho se who argued in favor of rapid entry 
into international capital markets and the concomitant 
strategy of growth based on indebtedne ss  may have under­
estimated the real cost of  credit ; during the period 
nominal costs did not reflect the implicit  risks of debt­
servicing probl ems should a conflict arise between the 
increase in l iabil ities with commercial bank s and the 
l imits set by those institutions in respect to their 
commitments . These impl icit r i sk s  obviously became 
greater owing to the fact that the structural problems of 
the OECD countries cau sed their economic growth rates to 
fall  during the 1 9 7 0 s  ( by comparison with those recorded 
in the preceding decade ) , which meant that Latin America 
had to contract even more debts in order to ma intain its 
h igh growth rates at a time when general economic con­
ditions were not propitious for creating the capac ity to 
cope with the accumulation of the bank debt . 

From another po int of  view,  the inf lation unlea shed 
in the mid- 1 9 7 0 s wa s unexpected , so tha t the low real 
cost of loans wa s a temporary and artificial  phenomenon ; 
once the creditors ' expectations became more real i stic , 
the cost of credit more than recovered . Another factor 
rela ted to the strategy of growth based on indebtedness 
was that some countr ies obviou sly obtained more credit 
than they could use product ive ly : External loans took 
the place of domestic saving and fac i l itated an increa se 
in consumpt ion , speculation , and the purcha se of weapons . 

Al though much o f  th i s  state of  affairs may be 
attributed to erroneou s indebtednes s strategies , there can 
be no doubt that the structure of the international bank­
ing market a l so helped to create the problem . I n  the 
initial phase of the loan cycle , the banks granted a 
l arge number of loans , with the aim of rapidly investing 
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their surplus o n  account o f  competition and excess  
l iquidity .  However ,  there was o ften some asymmetry 
between what the banks were abl e  to loan and the capac ity 
of the countries to absorb the funds obtained e f f iciently . 
Thu s , the combination of low intere st rates , the prestige 
gained by attracting internationa l credit ,  and the ease 
of  obtaining bank loans when a large dol lar reserve 
existed persuaded some countries to borrow more than 
their pos s ibil ities for inves tment warranted and to post­
pone making o f  internal adj ustments .  

The Weakne sses  of  the I nternational F inanc ial System 

I n  1 9 7 4  the international bank ing system became , de 
facto , a k ind of central bank for the world economy . 
However ,  it was not in a position to perform thi s  func tion 
and , at best , was abl e to a s sume it only for a very short 
time . Its operation was relat ively satisfactory during 
1 9 7 4  and 1 9 7 5 , when its net initial commitments with the 
developing countries were s ti l l  very low �  today , on the 
other hand , in view of the high level of its commitments 
in the Third World , cons iderations attaching to loan 
risks and the need for banks to obtain profits  s tand in 
the way of effic ient recirculat ion of l iquidity . 

Moreover ,  in practice the banks do much to accentuate 
the cyc l ical movements of  economic activities at both the 
nationa l  and the international l eve l . Although in the 
1 9 7 0 s tho se cyc les were not closely synchroni z ed in the 
Third World ,  they are now . This synchroni zation is due 
not only to the prolonged OEeD recession but a l s o ,  and 
l argely , to the l ack of interest shown by the bank s in 
granting new loans , the factor that  at one time , a s  has 
been seen , was deci s ive in stimulating the economic 
growth of the region . 

THE ADJUSTMENT EFFORT 

I n  1 9 8 3 , Latin America made a tremendou s ef fort to 
reduce the di sequil ibria that had been accumulating in 
the external sector s ince the late 1 9 7 0 s . Thu s ,  to the 
h igher exchange rates adopted by numerou s countries of 
the region in 1 9 8 2  were added , in 1 9 8 3 , new devaluations ,  
variou s  other mea sures aimed a t  contro l l ing imports and 
encouraging export s ,  and strict f iscal , monetary , and 
wage policies aimed at reduc ing domestic expenditure . 

As a resu l t  of these  ad justment pol i c ies , and 
despite the unfavorabl e  trends in world trade and 
external financ ing , in 1 9 8 3  the region ach ieved a large 
surplus in its merchandise  trade , notably reduced its 
current account defic it ,  and also cons iderably reduced 
the negative balance on the balance o f  payments .  
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External Trade and the Terms o f  Trade 

As al ready mentioned , however , the 1 9 8 3  surplus of  
over US $ 3 1  mil l ion was only  achieved through a drastic 
reduction o f  imports , which fell  by almost  30  percent , 
after having fallen by 2 0  percent in 1 9 8 2 . S ince the 
unit va lue of imports did not vary in 1 9 8 3  and s inc e it 
had fallen s l ightly in 1 9 8 2 ,  the dec l ine of the volume of  
imports was j u s t  as  drastic a s  the decl ine of the total 
value o f  imports . 

I n  particul a r ,  in countries such a s  Vene zuela , 
Uruguay , Mexico , Peru , Argentina , and Chile , the con­
traction o f  the volume o f  imports was so spectacular a s  
t o  reveal c learly the enormous magnitude of the adj u s tment 
ef fort that had been made . Thu s ,  the quantum of  imports 
fell  by 6 0  percent in Vene zuela � decl ined by 39 percent 
in Uruguay and by 3 6  percent in Mex ico , after having 
already dropped by 3 0  percent and 4 1  percent , respectively , 
in  1 9 8 2 �  fell  by 2 7  percent in Peru � and decl ined by 1 7  
percent i n  both Argentina and Ch ile , i n  both o f  which 
imports had already fallen by around 40 percent in 1 9 8 2 . 

I n  contras t  to the unu sual reduction in the volume 
of imports , the volume of exports rose  by 7 percent in the 
region a s  a whole and by 9 percent in the non-oil­
exporting countrie s .  As wa s the ca se  with respect to the 
real decl ine of imports , the increa ses in the volume of 
exports ma inly ref l ected the adjustment e f fort made by 
the Latin American economies through mea sures aimed at 
modi fy ing the relative prices of tradab l e  and non­
tradab le goods and reducing domestic expenditure . 

Neverthe les s ,  the unfavorab le evolution ,  for the 
fourth year in a row , of world trade and the cons iderable  
drop in the international prices  o f  oil  and other commo­
dities prevented th i s  relatively satisfactory inc rea se 
in the volume of export s f rom bringing about a simi lar 
increase in their value . I n  fac t ,  the value of exports 
fe l l  s l ightly in the region as  a whole and by almo s t  6 
percent in the group of  oil-exporting countries . I ndeed , 
although the drop in the international price o f  oil  had a 
lot to do with the drop in the unit value of exports in 
1 9 8 3 , it also resul ted f rom the decl ine of  the inter­
national prices of the region ' s  ma j or export commodities , 
such a s  cof fee and sugar , and o f  a good number of 
minera l s . 

S ince the unit value of  exports fel l much more than 
that of imports , Latin America ' s  terms of trade dec l ined 
by s l ightly over 7 percent , after having fallen by 5 per­
cent in 1 9 8 2  and by 7 percent in 1 9 8 1 . During the last 
two years , the dec l ine of the terms of trade was more 
pronounced in the oil-export ing countries than in the 
other economies  of the region . Among the oil- exporting 
countries , the deteriorat ion in the terms of  trade dur ing 
19 8 1  and 1 9 8 2  did not off set the remarkable advanc e that 
had been made during 1 9 7 9  and 1 9 8 0 . On the contrary , 



8 5  

s ince the terms o f  trade o f  the latter biennium had 
al ready deteriorated sharply over the previous f ive yea r s , 
not on ly was the relevant index around 3 0  percent lower 
in 1 9 8 3  than in 1 9 7 8 , but it reached the lowest level of 
the last hal f  century . I ndeed , during the period 1 9 8 0-
1 9 8 3 , it  was much lower , on average , than it had been 
during 1 9 3 1- 19 3 3 , the mo st critical  period of the Great 
Depres s ion . 

The Balance o f  payments 

Becau se the va lue o f  imports fell  much more than that  
o f  exports ,  the merchandise trade balance underwent 
another s ignif icant change in 1 9 8 3 . After the radical 
turnabout o f  1 9 8 2 ,  when the U S $ 1 . 6  b i l l ion def icit of 1 9 8 1  
had been replaced b y  a surplus o f  over US$ 9 . 7  b i l l ion , 
1 9 8 3  brought an extraordinary growth in the trade surplus 
to more than US$ 3 1  b i l l ion , over three times that of the 
previou s year . Th i s  wa s ,  in particular , the result of 
the enormou s increa ses in the trade surplu ses o f  
Vene zuel a ,  Braz il , and Mexico and of  the cons iderable 
changes  in the merchandise  trade of Argentina , Chi l e ,  
Peru , Ecuador , and Uruguay . The dra stic contraction o f  
imports wa s a l so the ma in cause  of  the new increase in 
the trade surplu s achieved by Argentina , the increased 
surplus obtained by Ecuador , and the sub stitution by 
Peru o f  a sma l l  surplus for its  def icit  of  the previou s 
year . 

By contra st with what happened in 1 9 8 2 ,  when the 
impact of the change in the trade balance on the current 
account wa s neutral i z ed to a large extent by the sharp 
increa s e  in payment s for inter e s t  and pro f i t s , i n  1 9 8 3  
the part played b y  the increased trade surplu s i n  reduc ing 
the di sequ il ibrium on the current account was reinforced 
by a dec l ine in foreign remittances . Such payment s ,  
which had more than quadrupled over the previou s f ive 
years , r i s ing from US $ 8 . 6  b i l l ion in 1 9 7 7  to a lmost  
US$ 3 6 . 8  b i l l ion in 1 9 8 2 ,  fell  a l ittle to  under US $ 3 4  
b i l l ion i n  1 9 8 3 . Thi s  wa s a resu l t  o f  the l imitation on 
the payment o f  pro f it s  cau sed by the sharp contraction of 
domestic economic activity and the s l ight decl ine of  
interest payment s  brought about by reduction of  nominal 
interest rates on the internationa l f inanc ial market . 

Under these c ircumstances , the deficit on current 
account- -which in 1 9 8 2  had al ready dropped by 1 0  percent , 
after having reached a record h igh of US$ 4 0 b i l l ion in 
1 9 8 1 - - f e l l  spectacularly to under U S $ 8 . 5  b i l l ion in 1 9 8 3 . 
Neverthel e s s , in 1 9 8 3  the net inf low o f  capital wa s a l so 
lower than the deficit  on current account , a s ituation 
that had al ready occurred in both 1 9 8 1  and 1 9 8 2 . Con­
sequently , the global balanc e  of payments closed with 
a de ficit for the th i rd year in a row . 
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The External Financ ing and the Rea l  Transfer o f  Resource s  

As  has  been noted , the abrupt adj ustment of  the 
balance-of-payments current account that took place in 
1 9 8 3  was forced , to a very l arge extent , by the no l e s s  
violent contraction of  the n e t  inf low o f  capita l . In­
deed , in 1 9 8 3 , the total inflow of  capital wa s barely 
one-fourth that received in 1 9 8 2  ( wh ich had al ready been 
very low)  and only 15 percent of the average inf low of  
capital dur ing the four-year period 1 9 78 - 1 9 8 1 . 

The negative impac t  of  th i s  sharp drop in the net 
inflow o f  capita l become s  even more obvious when one 
compares the amount o f  capital received with the amount 
represented by net payments for interest and pro f it s , 
which in 1 9 8 3  exceeded , for the second year in a row, 
that of  net loans and investments received . Con sequently , 
a s  in 1 9 8 2 ,  instead o f  receiving a net transfer o f  real 
re sources  from abroad , Latin America made a net trans fer 
o f  resources to the rest o f  the world . Thu s , a situation 
wa s provoked that , cons idering the relative development 
o f  the region , may be described as perver se . 

The amounts involved in thi s  transfer , moreover ,  were 
very h igh : U5$ 2 0  b i l l ion in 1 9 8 2  and almost U5 $ 3 0  b i l l ion 
in 1 9 8 3 , magnitudes equ ival ent to 1 9  percent and 27 per­
cent of the value of exports of goods and services and 
between 2 . 5  percent and 4 percent of the gro s s  domestic 
product . Considered f rom another angl e , the rever sal in 
the direction o f  net financ ia l payments that took place 
between 19 8 1  and 1 9 8 3  wa s equ ivalent to a deterioration 
of  one-third in the terms of  trade . 

Thu s ,  the spectacu lar change in the direction o f  net 
financ ial f l ows played a dec is ive role in the widespread 
contraction of  economic activity in Latin America and 
in the d i f f icul ties that  some countries experienced in 
servicing their external debt . As may be c l early seen 
from the data in Tab l e  4 . 2 , up to 1 9 8 1  the gro s s  amount 
of  capita l received by the region wa s wel l  in exc e s s  of 
its amortization payments , investments abroad , and pay­
ments for interest and pro f its . I ndeed , during the 
per iod 1 9 7 3 - 1 9 8 1 ,  thi s  trans fer of resources wa s 
equivalent , on average ,  to 1 6  percent of  the va lue of  
exports that , in turn , increa sed dur ing that period at an 
annual rate of around 20  percent . Under such ci rcum­
stances , Latin America wa s able to make amort i z ation and 
interest payments on its external debt and on profits  
earned by foreign capital through the new loans and 
inve stments it rece ived each year . 

Neverthele s s ,  the magnitude of  this  net transfer o f  
resources began to fal l in 1 9 7 9 , when the increa ses in 
the net inflow of capital were more than o f f set by the 
even larger  increase s in payments for interest and 
pro f its . Th i s  trend reached a peak in 1 9 8 2  and 1 9 8 3 , 
when the net inf low of  capita l dropped sharply and the 
reg ion had to meet the bulk of  its payments for interest 
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and profits  f rom resources  orig inating i n  the trade 
surplu s or f rom the international re serves it  had pre­
viou s ly accumu lated . As has al ready been explained , how­
ever , because of the unfavorab l e  external situation , the 
trade surplu s was produced not by an increase in exports 
but rather by an extremely severe contraction of import s , 
and th i s  in turn had a negative effect on economic 
activity . Because  of  thi s  chain reaction , the dra s t ic 
reduction in the net inflow of  capital had a def inite 
e ffect on the l eve l s  o f  production and employment . At 
the same time , the fundamental cause  of the decl ine in 
net loans and investments that took place during 1 9 8 1  and 
1 9 8 2  wa s the procyc l ic reaction o f  the internationa l 
commerc ial banks--Latin America ' a  main creditors--vis-a­
vis  the unfavorab l e  external situation with which the 
region was faced . 

Th is  a ttitude on the part of  the banks wa s c l early 
evident for the f irst time in 1 9 8 2  and persisted in 1 9 8 3 . 
Thu s ,  according to f igures provided by the Bank for 
Internationa l  Settlements , new loans g ranted by private 
banks  to Latin America ( excluding Venezuela and Ecuador ) 
fell  f rom US$ 2 1  b i l l ion du ring the second hal f o f  1 9 8 1  
t o  US $ 1 2  b i l l ion dur ing the first  half  o f  1 9 8 2  and barely 
US $ 3 0 0  mill ion during the second ha l f  of 1 9 8 2 . During 
the first  hal f of  19 8 3 , the bank s granted loans amounting 
to US$ 3 . 7  b i l l ion . Nevertheles s ,  thi s  improvement wa s 
not the resu l t  of a " spontaneou s "  respon se on the part o f  
the banks b u t  rather wa s accounted f o r  b y  the bank s 
being pres sured by the Internationa l Monetary Fund to 
contribute to the " rescue package s "  des igned by that 
institution to facil itate the adj u stment proce s s  in a 
number of  Latin American economies . 

PROBLEMS AND PROS PECTS 

The Unique Prof i l e  of  the Latin American Economic C r i s i s  

T h e  f igu res g iven so far show the unu sua l scope and 
depth of the rec e s s ive c r i s i s  that almost  every Latin 
American country is  experienc ing and leave no doubt that , 
for the region a s  a whole , 1 9 8 3  wa s the worst year in 
the la st ha l f  century . For most o f  the countries , the 
reduction o f  income dur ing the period 1 9 8 2- 1 9 8 3  has  
meant going back to the standard of l iving o f  several 
years ago . 

I t  wa s al ready said that in many cases the c r i s i s  
was partly the resu l t  o f  domestic factor s related to i l l ­
advi sed economic strategies or pol icies , the prolonged 
appl ication o f  which wa s facil itated by the accelerated 
growth of external indebtedness  and by the nationa l 
f inancial permi s s ivenes s  that prevailed dur ing the 19 7 0 s . 
I t  is  no less  true , however , that the serious  balance-of­
payments crisis  with which Latin America has been faced 
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i n  recent years may b e  attributed , t o  a large extent , to 
external cau ses  that by thei r  very nature were  beyond the 
control of the countries of the region . Such wa s the 
case of the spectacular drop in the terms of trade , the 
high nominal and real interest rate s ,  and the severe 
contraction of  the net inflow o f  private capita l . Even 
more unpredictabl e  were the intensity and the duration o f  
th is  phenomenon , a s i tuation c learly atypical b y  compari­
son with what has happened in the large centra l countries 
during previous rece s s ion s . 

I n  any event , it i s  obviou s that at th is  stage of 
the game the solution to some of  the most seriou s  problems 
fac ing the region wil l  depend mainly on externa l factors 
over which the region ha s l ittle or no contro l . That is 
why the domestic economic policy options open to the coun­
tries are so complex and f raught with diff iculties  and 
also why the prevail ing atmo sphere is one of uncerta inty 
and perplexity . 

I n  order to dea l with the balance-of-payments cris i s ,  
beginning i n  1 9 8 2  many Latin American countries  imple­
mented drastic and painful adj ustment mea sures with which 
imports were reduced dramat i ca l l y ,  to the point that 
in many cases the volume of  imports fell by over 50 per­
cent during the last two years . I n  addition , the sharp 
deva luations made by many countries in order to balance 
their external accounts contributed to the reinforcement 
of inf lationary pres sures that , a fter some time , led to 
the appl ication of stabi l i zation policies . Thus , the 
recess ive e ffect norma l l y  produced by such pol icies  over 
the short term was added to that produced by the sharp 
drop in imports . 

The comb ination o f  the se factors had another 
seriou s consequence : I nvestment fell  very sharply ,  and 
in some countries a s ignif icant proportion of instal led 
capital deteriorated or wa s destroyed , as  many enter­
prises  went out of  busine s s . The soc ial consequence s  of 
the current situation have been no less serious . I ndeed , 
in many countries , employment and real wages have reached 
the lowest leve l s  s ince the Great Depression and in some 
cases have nearly reached the critical l imits of soc ial 
tolerance . I n  some countries the situation ha s been 
further aggravated by unusua lly severe natural disa ster s , 
wh ich have accentuated the loss  of  income and the slow­
down of the economy cau s ed by the general c r i s i s . 

Neverthel e s s , not everyth ing wa s negative dur ing the 
last years . Some countries that had al ready followed 
cautious policies  with respect to foreign debt were able 
to cope with the negative a spects of  the international 
s ituation . Many other countries of the region have 
implemented prog rams aimed at adjusting the ir balance of 
payments and in th i s  e f fort have received some cooperation 
f rom the international f inanc ial community : thi s has pre­
vented the immediate ef fect o f  the crisis  f rom worsening . 
Moreove r ,  a relative ly calm atmosphere has been re stored 



on the immediate financ ial scene 1 thi s , of course , doe s 
not mean that the problems have been solved or that  the 
r i sk of seriou s  f inancial cri s i s  has been el iminated . 

These  and other aspects of the s ituation discu s s ed 
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i n  thi s  chapter show that the Latin American recess ion has 
a pro f i l e  of its  own . The s ituation of  Latin America i s  
different from that in other regions of the Third World 
and , a s  a matter of fact , from any s imi lar situation that 
has arisen during the entire postwar period . 

The Questions of  the Moment 

Latin America has undoubtedly shown an extraordinary 
sense o f  responsibil ity in the way that it has responded 
to the chal lenges posed by the current external c r i s i s . 
Suf f ice  it to recal l that in the last few years many of 
the countries implemented sharp real devaluations with 
a view to promoting their exports , replacing e s sential 
imports , and e l iminating nones sential imports .  To reduce 
exces s ive domestic expenditu re and fiscal def ic its , they 
also  have sub stantia l ly ra ised the prices of many public 
utilities and reduced a number of subsidi e s . Neverthe­
l e s s , these mea sures--wh ich , in fact , are not easy to 
implement , pol itically speaking , and which were oriented 
toward rea l locating resources to the production of 
tradab l e  goods- -were taken on the a s sumption that a 
react ivation of  the international economy would fac i l itate 
exports and restore the terms of trade and bring intere st 
rate s back to leve l s  c loser to those that had hi storica l l y  
preva i l ed .  

Unfortunately , thi s  was not the case . Although 1 9 8 3  
saw the beginning of  a recovery i n  the main centra l 
economy--the United S tates- - th i s  has not bene f ited Latin 
America through any o f  the above-mentioned mechanisms . 
Moreover , over the last few years , and e special ly in 
1 9 8 3 , the region has been affected by yet another un­
favorable change on the external scene : the dra stic 
reduction o f  the inflow of  capita l ,  the e f fect of  which 
has been equiva lent to a deterioration of one-third in 
the terms of  trade . 

That i s  why domestic adj u s tment had to be reces s ive 
in nature and why it wa s based on an unprecedented 
reduction of  imports--even es sential ones--and not on an 
increase in exports . Thu s ,  precisely at the worst t ime-­
during an international reces s ion-- the region wa s 
ob l iged to generate a sub stantial trade surplus ,  to 
become a net exporter of resources  to the central coun­
trie s ,  and to accept additional and exceedingly burden­
some costs in order to be able  to ref inance part of  the 
externa l debt it had accumu la ted . 

I t  therefore seemed only natural at the end of 1 9 8 3  
t o  a sk ourselves the following que stions : What can Latin 
America expect ,  over the short term ,  o f  the current 
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reactivation o f  the internat iona l  economy ? How long 
can the indispensable  domestic reactivation be po stponed 
if the present situation of the international economy 
continues to preva i l ?  After the profound trauma s of the 
last few years , will  moderate rate s o f  economic recovery 
be adequate to deal with the seriou s  soc ial problems that 
have ari sen as a re su l t  of the recession of  the last 
three year s ?  

I n  the f i r s t  plac e ,  how steady a r e  current indicators 
o f  international economic recovery ? I nternational public  
opinion views the economic recovery of  the United States 
with satisfac tion , but a l so points to the contradictions 
and pu z z l e s  posed by the phenomena that  accompany it . On 
the one hand , the so-ca l l ed locomotive theory , according 
to wh ich the U . S .  economy wou ld be dynamic enough to pu l l  
along the other indu s trial centers ,  shows n o  s ign o f  
having been conf irmed at thi s  point . O n  the other hand , 
there are still  three elements that are vital i f  the 
international recovery is to have any s ignif icant ef fect 
on the countries o f  the periphery and , in particul ar , on 
the Latin American economies . 

F irst , in the f ield o f  trade , the terms o f trade of  
Latin America continued to deteriorate--with some 
exception s--during 1 9 8 3  and no sub stantia l inc rea se in 
c ommodity prices seems to be in sight in the near future . 
Moreove r ,  a s a resu l t  of  certa in wel l -known phenomena , 
some of which have to do with the high l evel of rea l 
interest rate s ,  protectionist trends in the centra l  coun­
tries have per s i sted and even increased ; th is  detracts  
from the transparency and dynamism of  interna tiona l trade 
and particul arly h inders the growth of new exports . 

S econd , in the f inanc ial f ield , real interest rates 
continue to be very h igh , as a re sul t  of  many factor s : 
the fact that the governments o f  some industrial countries 
have used the f inanc ial system to cover their substantial 
f iscal defic its ; the nature of  the anti- inflationary 
pol icies appl ied in the l arge central economies ; the 
di sappearance o f  the l iquid surplu ses of the oil-exporting 
countries ; the pres sure to attract saving s in order to 
deal with new capital- intens ive inves tment ;  and others .  
Thu s , hardly anyone thinks that in 1 9 8 4  there wi l l  be any 
substantial reduction of  real interest rates , a 
phenomenon of  fundamenta l importanc e to the management 
of the external debt of the developing countries . 

Th ird , in the f ield  o f  capital transfers , there has 
been a drastic reduction in the net inflow of capital , 
which , af ter reach ing an unprecedented leve l of 
US$ 3 8  b i l l ion in 1 9 8 1 ,  fell to barely US $ 4 . 5  b i l l ion 
in 1 9 8 3 ; thi s  drop would have been greater had not the 
I nternational Monetary Fund prevai led on the commercial 
bank s to increase somewhat their loans to Latin America . 

The behavior of  these variables  in the reactivation 
proc e s s  i s  fundamental to the viability of  the current 
ad justment processes . It should be remembered that if 
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the terms o f  trade had been s imilar in 1 9 8 3  to what they 
were in 1 9 8 0  ( 2 5 percent h igher ) and if at the same time 
real interest rate s had been s imilar to those preva i l ing 
when the bulk o f  the debt was contracted ( on average , 
four points lower than a t  present ) , the region would have 
had U S $ 2 5  b i l l ion more dur ing 1 9 8 3 ; with thi s  amount it 
could easily have met its commitments without having to 
reduce its imports so drastical ly and without having to 
resort to new externa l indebtedne s s . In other words , i f  
norma l conditions were restored in the area of  trade and 
f inanc e ,  Latin America wou ld be abl e to meet its external 
commitments without h aving to sacri f ic e  its  potential 
for growth . 

On the other hand , Latin America cannot continue to 
contract its  economy . I t  must be made quite c l ear that 
the reg ion cannot continue applying the current adjust­
ment mechanisms for much l onger under the exi sting 
external conditions . Thi s  could l ead , at least in some 
countrie s , to situations that would be di f f icult to 
control , both economica l ly and soc ial ly , and could give 
rise  to tens ions that wou ld j eopardize  the very capac ity 
o f  the economie s  to recover and hence to service their  
accumulated debt on t ime . I t  i s  advi sable , therefore , to  
a sk what the main l imitations o f  the current adju stment 
processes  are . 

We shou l d  di stingui sh , first , among adj u s tment and 
overadj ustment . In recent years , the region has had to 
c arry out what e s sential ly amounts to a twofold adj ust­
ment . The f irst and better known one i s  the adjustment 
to the extremely unfavorab l e  trend in the terms of  trade 
and in  rea l  interest rate s . The second one ha s been the 
adju stment a imed at deal ing with a more recent but no 
l e s s  serious deve lopment , the ma s s ive contraction of the 
net inflow o f  priva te capital . Thus , becaus e  the 
s lugg i shne s s  of  international trade and the " f inanc ial 
depre s s ion " have occurred s imu l taneou s ly ,  the region ha s 
not only had to adjust  but has had , in actual fac t ,  to 
overad j u st . 

S econd , we have to rea l i z e  that there i s  a perverse 
process  of  tran sfer of resource s .  Because  the net inf low 
of  capital f e l l  so sharply and payments for profits  and 
intere st were so  h igh , Latin America- - f irst in 1 9 8 2  and 
again and to a greater extent in 1 9 8 3 --made net transfers 
of re sources  to the exterior that amounted to US $ 2 0  
b i l l ion and US $ 2 9  b i l l ion respectively . Th is  s i tuation , 
wh ich contrasts sharply with what had hi storically been 
the case in the developing countrie s ,  has become a key 
element in the profound depre ss ion of Latin America and 
one that w i l l  a l so be a dec i s ive factor in the e stab l i sh­
ment of any economic recovery pol icy to be pursued in the 
future . 

We should 
of  adj ustment . 
contributed to 

cons ide r ,  thi rd ,  the asymmetry of  the cost 
There are other elements that have 

the aggravation of the bal ance-of-payments 
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problems . Among these , spec ial mention should be made o f  
the high costs  and the bank surcharges that are involved 
in the renegotiation proces s , wh ich have been added to 
the negative e ffects of  the high interes t  rates . Thi s  
increase i n  the f inanc ial costs , which contrasts with 
past experiences and wi th the cri s i s  measures tha t  banks 
normal ly apply to any enterpri se , has aggravated external 
imbalances  and has meant that virtual l y  all the cost of 
adj ustment has been transferred to the debtor countrie s .  
I ndeed , thi s  procedure i s  tantamount to an abdication , 
on the part o f  the international commercial banks , of  
their  share o f  the re sponsibility for triggering the pay­
ments crisis  with which the reg ion is now faced . 

Thus , Latin America cannot prolong the current 
process  of rec e s s ive adj ustment � instead , what it  needs 
is to ca rry out a growth-oriented adjustment . I nsofar as 
it mu st for some time generate a trade surplus , it wil l  
have t o  achieve thi s  b y  increasing exports--by resorting 
to a f actor that helps ra ise  the rate of economic growth-­
rather than by again reduc ing imports ,  which would only 
make the rece s s ion worse . 

The I nevitable  Recovery 

One of  the most pu z z l ing questions of  the moment i s  
the prevai l ing uncertainty about the pos s ible modal ities 
of  and the prospects for international recovery . However ,  
i f  the current situation with respect to prices o f  raw 
material s ,  real intere st rate s ,  and trans fers of private 
capita l  continues ,  two dif ferent courses are open to the 
economies of  the region during 1 9 8 4 . Some countries who s e  
external s i tuation i s  better and whose domestic adj ust­
ment programs have been relatively succe s s fu l  may see a 
modest recovery in their  economic growth rate . However ,  
because the service o f  their external debt represents 
such a heavy burden , they have l i ttle  room for the 
recovery o f  dome stic expenditure and hence o f  employment 
l evel s .  Other countries that face more seriou s  external 
situations and in addition have to deal with heavy in­
flationary pre ssures may see a per s i stence o f  rece s s ive 
trends , and th is  will  aggravate the critica l economic 
and social situation that has prevailed in recent year s . 

I n  actual f ac t ,  neither o f  the se two options i s  
acceptable . Indeed , what La tin America needs i s  a f i rm 
and vigorou s recovery pol icy . There i s  no question , 
however ,  that any recovery proce s s  aimed at strengthening 
the deteriorated reg iona l economy wi l l  be conditioned by 
both external and internal factors . 

Among the former , reschedu l ing o f  the external debt 
is  the mos t  important and the one that in the last  
analysis  determine s ,  over the short run ,  the maneuvering 
room that most of  the Latin Amer ican governments wi l l  have 
for impl ementing their economic recovery . Over the 
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medium term , o n  the other hand , the key element for 
enab l ing Latin America to achieve rapid and persi stent 
economic growth is the expansion o f  its external trade , 
both with in the region and with the rest o f  the world . 

Two o f  the internal factors that condition the e f fort 
to put more dynamism into the economy seem to be dominant : 
( 1 )  recovery programs mu st be made compatible with the 
abatement o f  inflationary pres sures , both traditional and 
recent ; and ( 2 )  the patterns of growth must be re­
structured over the medium term in order to make it 
pos s ible to achieve , among other ob j ective s , a substantial 
increa se in the exporting capac ity of the region . The 
latter i s ,  moreover , a prerequ i s ite for enabl ing the 
region to pay the service of its accumulated debt on time . 

External Factors : A New Mechani sm 
for Reschedu l ing the External Debt 

It is important to stre s s  that not all the Latin 
American countries are in the same s i tuation a s  regards 
the servicing o f  the debt under the current adjustment 
mechani sms ; moreover , the unfavorable international 
situation doe s not affect all o f  them in the same way . 
That  i s  why it  woul d  be very d i f f icult  to a rrange for a 
j o int reschedul ing o f  the external debt o f  Latin America . 
Neverthele s s ,  because o f  the absolute necessity of con­
ditioning the service of the debt to the requirements of 
domestic recovery and economic development , the time 
seems to have come , for many countrie s , to make global 
proposal s for changes in the existing reschedu l ing 
mechani sms . To thi s  end , in accordance with the proposals  
made by the G roup of Twenty-Four , j o int action should be 
undertaken in international forums such as the I nter­
national Monetary Fund and the World Bank to promote 
mea sures to improve the existing international f inanc ial 
mechani sms and to improve the international environment 
in wh ich the adju stment processes  are carried out . 

I t  i s  a l so important to cons ider the possibility o f  
the countries of the region j ointly propos ing t o  the 
international f inancial community certain minimum condi­
tions that mu st be met in the immediate future in 
connection with the adjustment proces ses , until such 
time as the conditions on the international f inanc ial 
commerc ial markets improve . The se conditions should 
inc lude , among others , the following : 

1 .  I n  no case should a country devote to the service 
of  its  external debt resources  amounting to more than a 
prudent percentage o f  its  export income , guided by the 
need to mainta in the minimum level of imports required 
for its economic recovery and development . 

2 .  The cost of making ad justments should be 
di stributed more evenly by drastically reducing the 
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current f inancial costs that are added t o  the h igh 
interest rates . Cons ideration should a l so be given to 
the pos s ibil ity of u s ing prov i s ional mechani sms such a s  
the interest-rate subsidies that were studied during the 
1 9 6 0 s , e spec ially for internat iona l loans f rom public  
sources ,  wh ich would considerably a l l eviate the f inanc ial 
burdens , so vital to the current ad j ustment proc e s s . 

3 .  Amorti zation periods should be extended con­
s iderably in order to avoid in future the persistence of 
a perverse transfer abroad o f  resources . 

4 .  F i rm commitments should be made to obtain 
additional resources  in order to provide for the re­
f inancing of a h igher proportion of intere st payments , to 
fac il itate the expansion of trade in the countries of the 
reg ion , and to ensure the financ ing of satis factory leve l s  
of  domestic inve stment .  In thi s  regard , renewed support 
for the e f forts of  the World Bank , the Inter-American 
Development Bank , and other regional f inanc ing agenc ies 
wil l  be fundamental .  

I n  recent times , long-term globa l  solut ions have 
been proposed that  have not yet been given proper atten­
tion by the large financ ial c enters of  the world . Never­
theles s ,  if the current international s i tuation continues 
for much longer , the force o f  c ircumstances might make 
some of these al ternatives viable . In particular , it 
wou ld be worthwh i le to con s ider the pos sibil ity of con­
verting a substantia l part o f  the accumulated debt into 
long- term bonds , with real interest rate s being brought 
back near to h i s torica l level s and with grace periods 
being granted for their servic ing . Th i s  would enabl e  
the countries to ga in time for undertak ing the neces sary 
domestic adjustments and for a scertaining the ef fect of 
the measure s a imed at  increa s ing the ir export capacity 
and substituting import s .  

I n  any even t ,  the management o f  the debt under 
ex isting international c i rcumstances presents the region 
with a d i f f i cu l t  dilemma . On the one hand , in order to 
e l iminate the perverse transfers of resourc es  abroad so 
as to sustain domestic recovery programs , it would be 
neces sary to obta in new net credits that would raise the 
al ready h igh level of  th e existing external debt . On the 
other hand , in order to meet part of  the service of  the 
debt with re sources  generated through a trade surplu s ,  it 
would be neces sary , in the absence of a s igni f icant 
increa se in exports , to aga in reduce the a l ready low 
volume o f  imports , and th is  wou ld work aga inst any ef fort 
to reactivate the economy . That is  why , over the short 
term ,  any ef fort that is  made in th i s  regard must provide 
for both an inf l ow of  new resourc es  and a sub stantia l 
abatement o f  financial costs . 
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Interna l Factors 

The Recovery of I nterna t ional Trade . The current 
preoccupat ion with the prob l ems perta ining to the 
management of  the external debt has led the countries to 
overlook the close l inkage that ex ists  between the ir debt 
and the i r  trade probl ems . As is wel l  known , in the last  
analysis  the  f inal solution to  exi sting and  future 
ba1ance-of-payment s  prob lems can only be found by expand­
ing trade and increas ing export income . 

To ach ieve th i s ,  it will  of course  be  nece s sary to 
increase the c ountries ' exporting capacity � however ,  it 
wil l  a l so b e  neces sary to create an international environ­
ment in wh ich the markets for Latin American exports can 
be expanded and the pr ice s of the s e  exports can be 
improved . 

The protectionist practices  that have inc rea s ingly 
been app l ied in the central countries certa inly do not 
make it  easy for the s e  conditions to be met . 

The Protection and Expans ion of  Regional Trade . 
Concomitant with the contraction o f  Latin America ' s  
trade with the re st of  the world , there has been a sharp 
deterioration of reg iona l trade and a recrudescenc e ,  in 
by no means a f ew Latin American countrie s ,  of defens ive 
mea sures of protectionist  nature aris ing f rom the diffi­
cul t  ba1anc e-of-payment s  s ituation faced by a lmos t  all  
these countries . 

Th i s  s itua tion must not c ontinue . I n  order to 
reverse i t ,  it  would b e  nece s sary , in the f irst plac e ,  
t o  put a stop t o  the impos ition o f  new mea sures that 
hinder intraregiona1 trade and , in the second plac e ,  to 
adopt va riou s  mea sure s of a pref erential type , such a s  
a d  hoc agreements o f  l imited scope o r  the u t i l i zatio n  o f  
the purchasing power o f  state governments to promote 
trade . To th i s  end , it  will  a l so b e  e s sential to expand 
the exi s ting reg ional f inancial mechani sms and promote a 
more imaginative role for Latin American f inanc ial 
institution s ,  some of  which are a l ready implementing 
programs to support the expans ion of  intrareg iona 1 trade . 

These and other j o int pol i c i e s  tha t  might b e  adopted 
by the reg ion under the present c ircumstanc e s , both in 
order to promote col l ectively the adoption of measure s 
at  the international level and to accelerate and g ive 
greater depth to the regional cooperation proces ses , 
were s tudied in January 1 9 8 4  in Qui to dur ing a meeting 
( proposed by the pres ident of Ecuador ) of heads of state 
and their per sona l  repres entat ives at the mini sterial 
leve l . 

Domestic Factors That Condition Recovery . I shal l  
n o t  di scu s s  th i s  matter i n  detai l  here . I d i d  s o  a t  the 
sess ion of the Economic Commi s s ion for Latin Amer ica 
( ECLA ) held in Apri l  1 9 8 4 � on that  occa s ion , the ECLA 
Secretariat pre sented its views on th i s  matter . Never­
the l e s s ,  I cannot neg l ec t  now to mention tha t  in the very 
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near future the reg ion wil l  have to dea l with a series of  
factors  that wil l force it to take a seriou s  look at the 
development pol ic ies  and strategies  tha t  have been 
app l ied up to now . Thi s is e s sential if a degree of 
economic dynamism is to b e  achieved that  wil l  enabl e  the 
reg ion to respond to its  seriou s  soc ial prob l ems , which , 
a s  was mentioned above , have been aggravated by the 

. current rec e s s ion . 
The rather diff icu l t  changes  that  may have to be 

made in international f inance and trade ; the burden of 
the accumu lated debt--wh ich i s , in a way , a mortgage on 
Latin America ' s  future development ;  the continuat ion and , 
in some ca se s ,  aggravation o f  old structural rigiditie s ; 
and inflationary pre s su res , the solution to whi ch i s  only 
with d i f ficu l ty compat ib l e  with scheme s for development 
and soc ia l justic e ,  are some of the elements that  wil l  
require revision o f  some ideas  and the seek ing and 
formulation of new pol ic ie s .  In th i s  regard , as has been 
illustrated by recent experience , it is important to 
remember the risks involved in development strateg ies 
tha t  are indi scriminately linked to international f inance 
and trade . These risks are now obvious , cons idering the 
violent , prolonged , and unpredictabl e  changes  that have 
occurred in the international parameters in which we have 
been trusting . 

Neverthele s s ,  it i s  a l so of  c rucial importance to 
make it qu ite c lear that  the current c r i s i s  is one o f  
l iqu idity and n o t  one o f  solvency and that the region h a s  
the capacity t o  re spond a n d  the means t o  deal i n  future 
with its main probl ems . 

I t  i s  to b e  hoped that  the international f inanc ial 
community , recogn i z ing the unique profile  of the Latin 
American c ri s i s ,  wil l  cooperate inte l l igently ,  bearing 
in mind the ex ist ing circumstances , and wil l  help the 
region overcome the se probl ems o f  l iquidity so a s  to 
prevent a real c r i s i s  of solvency from developing . 
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Coping with the 
Creeping Cris is  of Debt 

A/bert Fish/ow 

INTRODUCTION 

The tota l debt of devel oping countrie s ,  short and 
l ong term ,  stood at  more than US$ 8 0 0  b i l l ion a t  the end 
of 1 9 8 3 , according to one recent estimate . The non-OPEC , 
non-OECD developing countr ies mo st a f f ected by the in­
stab i l ity of th e internationa l  economy in the pa st decade 
account for some 8 0  perc ent of the tota l . More than 3 0  
perc ent o f the i r  gross nationa l product i s  owed abroad , 
and in 1 9 8 2 ,  before reschedu l ings became the order of  the 
day , probably c lo s e  to 5 0  percent of  the ir export earn­
ing s was earmarked to meet debt servic e and rol lover of 
short-term c redit s . Such aggrega tes , and the th irty or 
so countries  forced to resche.dule  their debt payments 
s ince 1 9 8 1 , make c l ea r  that  the debt prob l em penetra tes 
deeply and broadly . l Indeed , the anxiety o f  c reditors 
now extends--a s wel l  it might- -to such OPEC members as  
N igeria and Venezuela , whose  o i l  resources  had earl ier 
been an a s surance of c reditworth ine s s . 

After al l ,  it wa s the dramatic inab i l i ty of o i l ­
rich Mex ico t o  meet its  ob l igation s i n  Augus t  1 9 8 2  tha t  
f irst  moved dry statistics  relat ing to external debt from 
the ob scurity of f inanc ia l pag e s  to the headl ine s .  
Mex ico wa s the sec ond- largest developing country debtor 
at US$ 8 0  b i l l ion and with proven oil reserve s of seeming­
ly unl imited va lue . If it  could not service its deb t ,  
what of other countries l e s s  favored ? With abrupt 
suddenne s s , the degree of  exposure of the banking systems 
of the indu strial i z ed countries became a matter of grave 
concern . Although a relatively sma l l  proportion of 
total a s sets- - l ittle more than 1 0  percent-- loans to 
devel oping countries far exceeded the capital ba ses of 
the largest money c enter banks . Interruption in debt 
service threatened to provoke systemic f inanc ial in­
stab i l ity . Beyond that l oomed potential adverse real 
repercu s s ions on the economie s  of the United States and 
of the other indu strial i z ed countries through l o s s  of 
deve loping -country markets . Interdependence wa s 
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transformed from a rhetorical slogan to a practical 
imperative . 

I t  wa s no wonder that  the Federal Re serve Bank , the 
other c entra l bank s largely work ing through the Bank for 
Interna tional Settlement s ,  and the International Monetary 
Fund responded with a sense  of urgency to the Mex ican 
crisi s . Fortunately , they a l s o  responded with imagina­
tion . Emergency c redits were made ava i lab l e  wh i l e  an 
ad justment package wa s readied . The IMF boldly c on­
dition ed its  own f inance on commitments of new money from 
the commerc ial banks and des igned its  pol i cy recommenda­
tions on the bas i s  of a ssured total capital inf lows rather 
than proj ec ted priva te- sector participation . Instead of 
c oun sel ing the Mexican government to adopt pol ic i e s  that 
migh t succeed in attrac ting new loans f rom the private 
secto r ,  the IMF requ ired the banks to put up new money 
as an integral part of a f ea s ible adjustment package .  
Conditiona l i ty now was imposed on the bank s a s  wel l  a s  
the countrie s .  

These unprecedented arrangements soon became the 
order of the day through repetition in the ca ses o f  
Arg ent ina a n d  B ra z il a s  the fall  of 1 9 8 2  unfolded . There 
wa s no al ternative , g iven the importance priva te c reditors 
had a s sumed . In l ittle more than a matter of  month s ,  
but not without elaborate negotiations involving hundreds 
o f  bank s ,  more than US$ 5 0  b i l l ion o f  debt had been re­
scheduled , abou t half as much short-term debt rol l ed 
over , and more than US$ 2 0  b i l l ion in involuntary new 
loans c on tracted for the se th ree countries . Overa l l , 
probably U S$ l O O  b i l l ion in reschedul ing s have occurred . 
By far the mo st d i f f icult prob l em wa s Bra z il . Renegotia­
tion of  unrea l istic targets orig inally  agreed upon with 
the Fund and the bank s earl ier in the year extended until 
November 1 9 8 3 , when the government acc epted additional 
au sterity mea sures . 

In the same month , a recalc itrant u . S .  Congre s s ,  
after a c on s iderabl e  delay , f inal ly approved a US $ 8 . 4  
b i l l ion appropriation to fund an enlarged IMF quota and 
expans ion o f  the General Agreement to Borrow . I t  came 
with l ittl e time to spare , as the Fund wa s runn ing out 
of resourc e s  to meet potential new needs of  developing 
c ountries . The initial lag of the Reagan admini stration 
in recogn i z ing the seriou sne s s  of the Mex ican prob l em,  
and the failure to  u s e  the September 1 9 8 2 IMF meeting as  
an occa s ion to mob i l i z e  support for the Fund , almo st 
proved very c o stly . Scant week s later , a s  B ra z il 
tottered , S ec retary of the Trea sury Donal d  Regan b ecame 
a convert to the cau se of a more act ive role for the Fund . 
Con servatives in the Congre s s ,  more in tune with the 
earl ier lack of enthu siasm o f  the admin i stration for 
mul tila teral in stitutions , proved more dif f icult to 
persuade . I t  requ i red a lmost a year ,  and l ibera l  support , 
to obta in pa s sage of the mea sure . 
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The rel ief occas ioned by approval of the quota in­
c rease and resolution of B ra z il ' s  long-pending renegotia­
t ion with the Fund , in con junction with s igns of  economic 
recovery in the United States and the other indu strial i zed 
countrie s ,  ha s g iven rise  to a certain optimism . The 
f irst  s ignif icant shock to the spontaneou s system of 
international l ending that evolved in the 1 9 7 0 s  ha s been 
wea thered , and modest repairs to the in stitutiona l f rame­
work are in proc es s .  Talk of more elaborate reforms i s  
l e s s  fash ionab l e ,  and everyone seems t o  want t o  hope for 
the best . 

But the cris is  may l inger on- - i f  not for the 
f inanc ial system ,  then for the devel oping countries that 
are bearing the brunt of the adj ustment . As the � 
Street Journal succ inctly put it , " De spite the recent 
rescue e f forts , debt-ridden developing countries face 
some b leak prospects for the years ahead : anemic export 
earnings , s lugg i sh inve stment and c rushing interest 
costs . The total foreign debt o f  devel oping countries 
that don ' t produce o i l , now estimated at $ 6 6 4  b i l l ion , 
is  expected to doub l e  by 1 9 9 0 . ,, 2 That rea l i ty introduces 
new e l ements of medium-term pol itica l , a s  wel l  a s  
economic , viab il ity into the debt picture . Will  coun­
tries accept the burden , particularly if  the magic of 
economic recovery is less  powerful than has been claimed ? 

Moreover , the future of the f inanc ial system i s  far 
f rom certain . The very success  of the short-term c r i s i s  
response ironica lly a l so s igna l s  the end of the market 
system of Euromarket f inancial intermediation that had 
f lourished for more than a decade . Only by vigorou s 
official intervention have private banking arrangements 
been sa lvaged . More than a new relationship between the 
IMF and th e c omme r c i a l  bank s is involved . With i n  the 
United S tate s ,  the Federa l Reserve Board ha s been cal led 
upon to persuade recalc itrant reg ional banks of  the 
neces s ity to continue to lend to developing countries 
when their desire i s  to reduce their exposure . Few 
antic ipate , even with improved economic c ircumstance s , 
a return to the buoyant capital markets of the 1 9 7 0 s  
that served s o  wel l to recyc l e  the petrodo l l ar surpluses . 
Can , or  shoul d ,  the qua s i  soc iali zation of international 
l ending we have seen under the auspices of  the IMF 
replace it?  

Question s ,  and the debt probl em,  thu s  pers i s t .  In  
thi s  chapter ,  I focus on four of  its a spects . F irst , I 
examine the orig in of  the problem in the disequi l ibrium 
of the international economy in the 1 9 7 0 s  and in the 
re spons ive domestic pol icies  of the developing countries .  
F rom that basis  I consider the pos s ibil ity of  indus­
tria l i z ed-country recovery as a solution . Th ird , I take 
up the appropriateness  of the IMF adj ustment packages  
now in place in many countries , with regard to  both their  
economic and pol itical viabil ity . Fina l l y ,  I eva luate 
the adequacy of the ex isting institutional framework for 
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coping with the debt problem ,  and the f inanc ial needs of  
the developing countries , in the medium term .  

THE ORIGIN OF THE DEBT PROBLEM 

From Debt-Led Growth to Growth-Led Debt 

The expans ion of the Eurocurrency market in the 
1 9 6 0 s  wa s ,  on the whole , of l ittle signi f icance to 
developing countries . European centra l  banks and trans­
national corporations were the principal transactor s . 
Only a s  the decade was drawing to a close , largely under 
the impul se o f  a rec e s s ion- induced decl ining conventiona l 
demand for loans , did money center banks begin to search 
out new prospects . They found a hitherto untapped 
c l ientel e  among the rapidly growing countries of  the 
developing world that later wou ld be christened the 
" newly industrial i z ing countries " :  B ra z il ,  Mexico , and 
Korea , among others . Capita l began to flow to f inance 
the increased imports required by accelerating economic 
expans ion . Such loans , and not merely export promotion , 
were the basis  of  a more elastic supply o f  foreign 
exchange fac ing these countries and permitted a more 
aggressive and accel erating growth strategy . Bra z i l ' s  
economic miracle  in particular wa s charac ter i z ed by such 
debt- led growth . 

The sudden inj ection of  petrodollars into world 
f inanc ial markets in 1 9 7 4  al tered both the pace and the 
purpose of borrowing . OPEC exporters rea l i zed a current 
account surplus in that year of a lmost $ 7 0  bill ion as a 
result of  the quadrupl ing of oil  prices and placed much 
of it in short- term deposits with commercial bank s . 
Those dol lars were loaned for a longer term to countries 
that were importers of  o i l  in o rder to f inanc e their  much 
larger balance-of -payments def i c its . Amid predic tions o f  
impending doom and disa ster , private f inanc ial markets 
found a way not only to keep the global economy af loat , 
but within short orde r ,  to fuel renewed expan s ion . That 
way wa s unprecedented increase of  external deb t ,  
espec ially on the part of  the developing countrie s .  

Countries did not have to borrow at that  time . They 
could  have reduced their  purchases of oil , or fai l ing 
that pos s ib il ity , have restric ted other import s .  But 
such responses  would have impl ied pa ss ing along the oil  
tax in  the form not  only of  lower rea l income s but a l so 
of  dimini shed output and employment . That wa s an un­
popular choice for most governments , espec ially when 
they were tak ing c redit for improving economic performance . 
The other option wa s to accelerate the growth o f  exports 
to of f set the increased cost of imports � although no 
less  a reduction o f  real income , such a strategy at least 
promi sed to be less  contractionary than pol icie s aimed 
primarily at import reduct ion . That cho ice aga in seemed 
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dubious when recession i n  the indu stria l i z ed countries was 
slowing aggregate trade growth in 1 9 7 4  and 1 9 7 5 . 

More gradual , debt- f inanced adj u s tment was therefore 
attractive to many countrie s , an option rendered the more 
al luring by its cheap cost . Not a l l  countries were 
eligib l e . Those that had the luxury o f  borrowing were 
predominantly the one s that had al ready e stab l ished prior 
l ink s to the market :  They turned f rom debt-l ed growth to 
growth-led debt . In the earlier period they cou ld cou�� 
on an elastic supply of foreign capital and could , and 
did ,  set amb itiou s  growth targets independent of  a 
foreign-exchange constraint . I n  the later period , they 
operated under greater restriction . Although they 
borrowed more , countries were not fac ing unl imited 
suppl ies  o f  credi t :  Their g rowth rates had t o  be set 
more mode s tly , with larger debt f inancing the larger 
needed import requirements . 

Not a l l  el igible countries chose such a path . Taiwan 
and S ingapore , for example , accepted a more immediate 
adj u s tment and rea l ignment o f  real wages to rema in 
competitive in exports .  The more dependent economie s  
were upon their exports , the more inc l ined they were to 
f avor aggress ive ef forts to expand market shares rather 
than to accept continu ing debt- f inanced balance-of­
payments deficits . In  such sma l l  open economies , import 
sub stitution wa s not a prominent part of medium- term 
adaptation , and export competitiveness  wa s best 
accomp l i shed by short-term f l ex ibil ity . 

Enough countries opted for deficit  f inance to permit 
f inanc ial markets to susta in world demand . By mak ing 
money cheap the banks induced borrowers to ma intain and 
expand their imports to o f f set the export surplus of the 
o i l  producers . In thi s  fash ion , a classic  potential 
oversaving s ,  non- ful l - employment solution to the surplus 
prob l em wa s averted , and global recovery could bu ild upon 
the continu ing growth of  the middle- income developing 
c ountries .  Increased indebtednes s  thus had positive 
externa l ities . 

F rom a national perspective , thi s  sort of  strategy 
a l so produced favorab l e  results . The select group o f  
countries  that were abl e  t o  borrow experienced better 
economic performanc e .  The poorest countr ies , on the 
other hand , had to adj ust  immediately and painfully , 
despite larger official  l ending mob i l i z ed in their beha l f .  
As a consequence ,  a wider gul f  opened between the middle­
income and the low- income countries in the 1 9 7 0 s ,  even a s  
it narrowed between semiindustria l i z ed and industria l i z ed 
countries .  Per capita income grew between 1 9 7 0  and 1 9 8 0  
a t  a n  annua l rate o f  3 . 2  percent in the middle- income 
countries , 2 . 4  percent in the industria l i zed countrie s ,  
and not a t  a l l  i n  the low- income countries other than 
India and China . 3 

Tab l e  5 . 1  conf irms thi s  dominant rol e  of  the NICs  in 
credit markets in the immediate a ftermath o f  the o i l-price 
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shock . They accounted for over two - f i fths o f  the in­
crease in all developing-country debt between 1 9 7 3  and 
1 9 7 6 . Mexico and Braz i l , together , accounted for about a 
quarter . All  low- income countries could manage l ittle 
more than 10 percent , a lmost exclus ively f rom official  
source s .  F ive o f  the nonsurplus-oil exporters virtua l ly 
matched that partic ipation . 

For some o f  the borrowers , the new credits became 
habit forming , even after real prices of o i l  began to be 
eroded and industrial-country growth recovered after 
1 9 7 5 . Balance-of-payment deficits decl ined only 
gradua l ly , as  bank wil l ingnes s  to continue to lend opened 
up new pos s ibi l ities for public  spending . The data in 
Table 5 . 1  reveal a continued high level o f  participation 
of  the NICs  in total borrowing and expans ion of  the role 
o f  the oil-exporting countries . Although borrowing had 
its origins in the o i l  cris i s , it took on a l i fe of its 
own , one inf luenced by the higher price not merely o f  oil 
but a l so o f  manufactured imports . 

S ince banks preferred o f f icial guarantees , and the se 
could more readily be given on public  loans and indirect 
borrowing of  state enterpr i s e s , private international 
credit markets imparted a significant bias toward publ ic­
sector expansion . Thi s , too , favored those middle- income 
countries with a more pervas ive network of state enter­
pri ses  and interventionist  tradition . Countries found 
the speed and l e s s  exigent requirements o f  the private 
bank s a we lcome contrast  to the rigidities o f  official  
loans . 

Banks , on their side , found their new customers an 
important source of  profits . Banks made the ir money on 
the higher up- front commi ss ion fees and spreads for loans 
to developing countries , and low real interest rates , or 
even negative rates , were no worry . I ndeed , they were 
welcome in minimi z ing the debt- servicing problems o f  the 
deve loping-country borrowers . As long as bank depos itors 
were wi l l ing to accept negl igible returns , and surplus­
o i l  producers had such a preference for l iquidity that 
they were , the arrangement wa s quite sat i s factory . 

As a resul t ,  developing-country debt grew at a rate 
of  about 20 percent a year from 1 9 7 3  to 1 9 7 8 , in­
creas ingly weighted by the f l oating-rate loans of banks . 
Lenders bore the r i sk o f  a mi smatch between overnight 
deposits and s ix- or eight-year loan s ; borrowers bore the 
r i sk of chang ing interest  rate s and had the ir costs pegged 
to the London I nter-Bank O f fer Rate ( LIBOR) . In addition , 
countries were exposed to the high rates o f  loan turnover 
impl icit in the short-maturity structure of commerc ial 
loans . Thi s trans lated into debt- service ratios that 
far exceeded previously conventional standards , without 
providing comparable acces s  to increased real resource s .  

A relatively sma l l  number of countries thus embarked 
on a strategy o f  growth-led debt in the 1 9 7 0 s  sub j ect to 
special  vulnerab i l ities . They were f inancing medium- and 
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long-term capital formation o n  the bas i s  o f  short- term 
credits with an uncertain and variable price . I nherent 
in any debt strategy was an inabil ity to know its real 
return because the future prices o f  exports were an 
important determinant o f  the potential benefits . 
Compounding it  in thi s  case were an uncertain cost o f  debt 
and a dependence upon future conditions of  supply o f  
credit required t o  rol l over exi sting loans . 

Yet up to the second o i l -price shock , the gamble was 
worth taking . Export growth was sustained in world 
markets at favorable prices despite worries about 
protectionism .  As a consequence , the ratio of debt out­
standing to export proceeds was more favorable  for non­
o i l  developing countries in 1 9 7 9  than in 1 9 7 0 - 1 9 7 2  
( al though assisted b y  ris ing o i l  revenues for some new 
exporters in the group ) . Debt service , even if claiming 
a larger share of exports than earl ier ( a s  grace periods 
expired and interest rates crept upward ) , was sti l l  a 
mode st 1 9  percent for the group a s  a whole . Short-term 
loans were not yet much in evidence and posed no cash­
f low problem . The ratio of  reserves to debt out standing 
at the end o f  1 9 7 9  wa s a th ird more satis factory than the 
level in 1 9 7 0- 1 9 7 2 . � 

I n  the meantime , as  noted earl ier , those developing 
countries with acces s  to the f inancial market succeeded 
in sustaining the ir rates of growth far more effectively 
than those  forced to do without . They did so because 
they uti l i zed increased foreign savings to f inance higher 
leve l s  o f  investment . Evidence on the consumption be­
havior o f  a number o f  the ma j or debtor countries i s  
reported i n  Table 5 . 2 . 5 I t  conf irms the productive 
appl ication of  the much larger foreign capital inflows in 
the period after 1 9 7 3 . 

I n  the f irst place , despite the acceleration in 
borrowing , the propensity to consume out o f  net foreign 
proceeds in 1 9 6 5- 1 9 7 8  wa s not stati stically signif icantly 
greater than in the prior period . If foreign resources 
were not a l l  appl i ed to investment , neither were they 
diverted to consumption in proportions d i f ferent than 
they had been . S econd , the share allocated to savings 
from foreign borrowing in 1 9 6 5- 1 9 7 8  was significantly 
greater than the al location from gro s s  national product 
for Korea ; for both Bra z i l  and Mexico , the deviations 
are in the right direction a lthough fall ing short of 
statistical significance . I ndeed , for these three largest 
debtors , the savings coef ficients f rom net capital in­
flow are high enough so that the hypothe s i s  that a l l  
borrowing was saved cannot be rej ected . A t  the margin , 
for the se countries , debt tran s lated more than pro­
portional ly into investment . Third , even after the 
second o i l  shock in 1 9 7 9 - 8 0  provoked further uncertain­
ties and reduced growth and inves tment , there was no 
systematic tendency toward greater consumption out of  
borrowing . Some countries did show a rise , Bra z i l  most 
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Table 5 . 2  Consumption Behavior o f  Debtor Nations 

Marginal Propensity Marginal Propensity 
to Consume from to Consume from 

National Product Foreign Ca,Eital 
1 965-1 981 1965-1978 1 9 7 9- 1 981 

Argentina . 7 6 . 82 1 . 02 
( 2 1 .  3 9 )  

a 
( 2 . 49 )  ( 1 . 2 0 )  

Braz i l  . 7 9 - . 0 2 . 90 
( 48 . 2 4 )  ( . 04 )  ( 1 . 91 )  

Chi le . 86 . 95 . 5 1 
( 3 3 . 92 ) ( 2 . 84 )  ( 1 . 6 2 )  

Colombia . 7 3 . 69 . 2 0 
( 3 5 . 6 8 )  ( 2 . 67 )  ( . 50 )  

Indonesia . 67 1 . 00 . 7 6 
( 37 . 80 )  ( 6 . 84 )  ( 4 . 6 3 )  

Korea . 68 . 2 0 . 48 
( 3 4 . 87 ) ( 1 . 82 )  ( 1 . 97 )  

Mexico . 76 . 43  - . 5 1 
( 36 . 26 ) ( 1 . 30 )  ( 1 . 54 )  

Venezuela . 46 . 54 . 38 
( 1 . 1 6 )  ( 7 . 40 )  ( 1 .  7 2 )  

a 
t -values in parentheses 

Source : Data on national accounts from International Monetary 
Fund , International Financ ial Statistics , various is sues . 

prominently , but the only stati stically s igni f i cant 
change was Mexico ' s  in the direction of  greater saving . 
F inal ly , the pattern of  expenditures in a nondebtor 
country l ike colombia is not much different from that in 
the largest debtors . 

Thi s  conc lus ion o f  no gro s s  displacement of  domestic  
saving is  corroborated by IMF studies comparing changes 
in average ratios o f  saving to GNP wi th relative changes 
in the current account between the late 1 9 6 0 s  and the 
1 9 7 0 s . Taking into account as  wel l  s imultaneou s invest­
ment increases , the " increa ses in external def icits  can 
in most cases be accounted for by expans ion of investment 
( relative to total output )  rather than by growth of 
consumption . ,, 6 The cro s s - sectional methodo logy leads to 
the stronger result that debt had its princ ipa l appl ica­
tion in inve stment , not true in my sample for such 
borrowers as Argentina , Chi l e ,  and Indonesia . What seems 
clear is that countries did not borrow in order to in­
crea se thei r  consumption ratios , al though the ir ab solute 
consumption may have ri sen . 

Although some countries encountered diff iculties  and 
were forced to reschedule and although some analysts 
rema ined skeptical o f  the mag ic of  the market , the 
consensus j udgment about developing-country debt unti l  
the second o i l  shock was a positive one . Rapidly growing 
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debt was a solution rather than a problem . Even in 1 9 8 0  
i t  could b e  stated i n  a n  IMF Occasional Paper : 

I n  sum ,  the overal l  debt situation during 
the 1 9 7 0 s  adapted itself  to the s i zable strains 
introduced in the payments system and , in 
broad terms , maintained its relative pos ition 
vi s-a-vis other relevant economic variables . 
Though some countries experienced di f f icultie s , 
a general i zed debt management probl em was 
avoided , and in the aggregate the outlook for 
the immediate future does not give cause for 
alarm .  7 

A Changed International Environment 

Even as  those l ines were being written , the bases 
for optimi sm were being eroded by a deteriorating g loba l  
economy . I n  the first  instance oil  prices soared again 
under the impul se of  uncertain supplies  as  war broke out 
in the fall  of  1 9 7 9  between I ran and I raq . After con­
s iderable volatil ity in the spot market , the new average 
1 9 8 0  o i l  price settled at a l evel almost two and a hal f  
times greater than i t s  1 9 7 8  value of  US $ 1 2 . 8 3 a barre l . 
The immediate impact , remini scent of the first  oil-price 
shock , was a large OPEC surplus o f f set by a large nonoil�  
developing-country def ic i t . 

Once again there wa s a recess ion in the industrial­
i z ed countries , as  contradictory po l icies  sought to con­
tain inf lation , but thi s  t ime more seriou s ly . The impact 
on developing-country exports and terms of  trade was to 
prove longer l ived . Finally , there was a new element in 
the formu l a : Real  interest rates began an upward ascent . 
Where before the capital market facil itated deficit 
finance , it now pena l i zed not only the flow but a l so the 
stock of past debt contracted on a f loating bas i s  to boot . 

Table  5 . 3  quantifies  the approximate contribution 
of  each of  these  three adverse factors to the current 
account def ic it rea l i zed by the group of nonoi l  develop­
ing countries as  a whole . The role of  the oil-price 
shock , even allowing for the favorable impact on such 
countries a s  Mexico , Peru , Egypt , and a few others , i s  
shown as  paramount in timing and magnitude . I n  second 
place is the recess ion- induced reduction in export 
earnings , the result of  both slower growth in volume and 
deterioration in price . Thi s  negative inf luence is  mos t  
pronounced in 1 9 8 2 . B y  that time the severity and length 
of the s lowdown in the industrial i z ed countries produced 
a volume dec l ine as wel l  as an increasing cumulative 
price effect . It is not surpri s ing that by 1 9 8 2  coun­
tries found themselves in more and more balance-of­
payments diff iculty . 

Higher intere st rates , despite the attention they 
have received , are of les ser , but accelerating , importance 
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Table 5 . 3  Sources of Deterioration in the Current Account of 
Nonoil Developing Countries , 1 9 7 9-1 982 (bi l lions of U . S .  dol lars ) 

Cumulative 
1978 1979 1980 1981 1 98 2  1979- 1 982 

Actual trade 
balance - 36 . 6  - 5 1 . 3  -7 4 . 3  -7 9 . 6  - 5 2 . 2  

Adj usted trade 
balance - 46 . 3  - 5 7 . 3  -47 . 8  8 . 8  

Oil effect 5 . 0  1 7 . 0  1 8 . 6 1 4 . 8  55 . 4  
Recess ion effect 1 3 . 2  46 . 2  5 9 . 4  

Export volume 2 3 . 2  2 3 . 2  
Terms of trade 1 3 . 2  2 1 .  3 3 4 . 5  

Debt service ( gross } - 19 . 4  - 2 8 . 0  -40 . 4  - 5 5 . 1  - 5 9 . 2 
Intere st Rate 

e ffect ( gross )  - 1 . 1  . 5  1 1 . 4  2 3 . 0  3 3 . 8  
Interest rate 

effect ( net ) - . 5  . 2  6 . 5  14 . 0  2 0 . 2 
Current account -41 . 3 -61 . 0  -89 . 0  -107 . 7  - 86 . 8  
Adj usted current 

account - 4 1 . 3  - 56 . 5  - 7 1 . 8  -69 . 4  - 1 1 . 8  

Source : Actual trade balance and current account based on 
�ational Monetary Fund , World Economic Outlook , 1983 ; 
adj usted trade balance : actual minus sum of o i l  and recess ion 
effects ; oil effect : actual cost of net imports of oil (using o i l  
import price of industrialized countries ) minus estimated c o s t  using 
oil price that varies after 1978 with export prices of oil- importing 
countries ; recession effect : composite of terms of trade and 
volume ef fects ( does not add because of interaction ) ;  export volume : 
nonoil export value times cumUlative negative percentage deviation 
between actual export volume of oil-importing countries and volume 
predicted by 3 . 2  percent OECD growth in 1980-1982 ; terms of trade : 
cumulative negative percentage deviation between actual nonoi l  
terms of trade (export prices of  nonoi l ,  oil- importing countries , 
import prices of oil-exporting countries in 1973-1974 , 1979-1980 , 
nonoi l  countries in others ) and terms of trade predicted by 3 . 2  
percent OECD growth and deceleration of industrialized country 
inflation at one percentage point per year ; debt service (gros s ) :  
based on International Monetary Fund , International Financial 
Statistics ; interest-rate e f fect : based on a 1 9 7 5 - 1 9 7 8  average 
real prime rate (measured using the December to December price 
index) of  . 7 5 appl ied to short-term loans , and for effect net of 
earning assets , to short-term net liabi lities . Interest on long­
term and medium- term loans was calculated by using the real prime 
rate with a weight of one-third and the OECD long-term fixed interest 
rate with a weight of  two-thirds , corresponding to portfolio weights 
reported in Organization for Economic ,  Cooperation and Development , 
External Debt of Deve loping Countries ( Pari s ,  1982 ) . Rates were 
applied to average annual debt , obtained by using average of year-end 
debts . This method approximates we l l  actual gross and net interest 
payments reported in International Monetary Fund , World Economics 
Outlook . Adj usted current account : actual minus sum of oil e f fect , 
recession effect , and net interest ef fect . 
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i n  explaining the deterioration i n  the current account . 
One reason for thei r  l imited power i s  the o f f s etting 
ef fect o f  deve loping- country a s sets on which earnings 
would have been l ower had real rates not increased 
abruptly in 1 9 8 1  and 1 9 8 2 . Thi s i s  reflected in the 
smaller  net improvement for current account for 1 9 8 2  
compared to the adj usted current account , a s  shown in 
Table 5 . 3 .  

But thi s does not capture the ful l  s ignif icance of  
the  rise  in the  intere st rate . The  increa se not  only 
contributed to the current account deficit  but a l so had 
immediate adverse e f fects on the debt- service ratio . Be­
tween 1 9 7 8  and 1 9 8 1  interest  payments on the debt rose 
from $ 1 9  b i l l ion to $ 5 5  bill ion for all nono i l  developing 
countries , and the ratio to exports inc reased from 7 . 3  
to 1 1 . 9  percent . The change for Latin American borrowers 
was much greater , as  the ratio o f  interest service to 
exports cl imbed from 1 4 . 9  to 2 5 . 4  percent . Only decl in­
ing amort i zation kept the overall debt- service ratio with­
in bound s . Potential lenders were concerned . That the 
higher nominal rate s at f i rst were partially equiva lent 
to shorter maturities , because they were compensating for 
inflation rather than s ignal ing a deterioration in the 
capacity to pay , did not a lways register . 

Such higher rates thus exacerbated the cri s i s  and 
were a cruc ial factor in making developing-country 
adj ustment more diff icult j ust when export demand wa s 
fall ing o f f . Rece s s ion in the industrialized countries 
in the past had at least been partially o f f set by more 
abundant and cheaper loanable funds . Higher rates had a 
further e f fect : They determined the inertial growth of 
the debt , an inertial growth that would have to be off set 
by export surpluses that reversed the real resource f l ow 
to developing countries . I explore th is  consequence in 
the next section . 

The new real- interest- rate regime was largely the 
consequence of conscious pol icy in the industria l i z ed 
countrie s .  T ighter money became the principal instrument 
to reduce infl ation . Reaganomic s  carried the proce s s  a 
further s tep by marrying lax f iscal pol icy and an ins is­
tence on lower inflation ; the  predictable  consequence was 
higher deficits , intere st rates , and unemployment . 
Restrictive pol icy a l so produced other consequences that 
reinforced the tendency for intere st rates to rise . 
Reduced surpluses were rea l i zed by o i l  producers facing a 
softer and more competi tive market ,  so that former source 
of saving s to f inance the deficits of  the oil importers 
was no longer available .  

I nternational capital markets magni f ied the shock . 
Banks , concerned about their exposure , raised premiums 
to o i l - importer borrowers ; more importantly , they became 
more reluctant to lend . They began to prefer shorter 
loans--ostens ibly trade credit s , but in real ity , l ike al l 
lending , balance-of-payments f inance . Estimated debt of 
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l e s s  than a year doubled between 1 9 7 7  and 1 9 8 2  wh ile  
medium- and long-term f inance increased by  about 5 0  per­
cent . 

As the data in Table 5 . 3  suggest , the cumulative 
e f fects of the external shocks experienced a fter 1 9 7 9  
were suf f i cient to convert the large 1 9 8 2  deficit  o f  $ 8 7  
b i l l ion to one o f  $ 1 2  b i l l ion . I n  the absence of  the se  
cumulative e f fects , the sometimes drastic e f forts on the 
part of countries to curtai l  the ir imports wou ld have led 
to s ignif i cant improvement in their  payments situation 
rather than the severe d i f f i culty actually experienced . 

All  togethe r ,  the total value o f  imports was cut 
back by some $ 4 0  bill ion in 1 9 8 2 . That was the inevitable 
consequence o f  conf ronting mounting debt- service ratio s 
with first  claim on foreign-exchange receipts . For the 
largest debtors--Argentina , Braz i l , and Mexico--debt 
service in 1 9 8 2 ,  excluding rollover of  short-term debt , 
averaged about 8 0  percent of  export earnings . 

But the data in Table 5 . 3  a l so make it clear that 
the sharp initial r i se in the deficit  from its 1 9 7 8  l evel 
must be explained on other grounds . By 1 9 8 0 ,  even leav­
ing as ide the oil -price shock and the price of exports ,  
the current account def icit had ri sen by a third . I t  i s  
a mistake t o  bl ame the oil -price and recess ion shocks 
alone for what wa s also an inadequacy of  the functioning 
of  capital markets . 

For one thing , a s  the data in Table 5 . 1  showed , 
there was much increased borrowing by Chile and Argentina 
a s  they pursued more open capita l markets as  an integral 
part o f  their new international monetarist stab i l i z ation 
experiments .  Between 1 9 7 8  and 1 9 8 1  their  previously 
moderate debt almost trebled , as  they alone accounted for 
some 12  percent of  increased deve loping- country indebted­
nes s . H igh domestic interest rates in conj unction with 
preannounced and- -in  the case of Chi1e-- f ixed exchange 
rates encouraged rapid capital inflows that were trans­
lated into larger import s ,  but without the same propor­
tion saved as  was true of  the earlier NIC borrowing in 
the aftermath of the 1 9 7 3  oil shock . 

For another ,  oil  exporters ,  and in particular Mexico , 
rel ied heavily on externa l f inance to sustain high rates 
o f  growth of product and , di sproportionately , of  imports . 
The very initial shock o f  higher oil  prices worked to 
the i r  advantage . They borrowed not to accommodate to 
adverse external c ircumstances , but rather to exploit 
their  new riches . Needless  to say , they were attractive 
c l ients for bank s again flush with Eurodeposits  in 
search of  application . 

Finally , some oil- importing countries , prominent,ly 
Bra z i l , became habituated to debt-f inanced adj ustmentl, 
understated the dif ferent and more pers i stent inter­
national recess ion , and took few precautionary mea sures .  
Bra z i l  chose for internal pol itical reasons to expand 'in 
1 9 8 0  at the expense of  a deterioratinq payments po s ition . 
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I t  was checked early o n  by a n  increas ing ly inelastic 
supply o f  credit . As a consequence its debt expanded 
relatively l e s s  than that of its Latin American neighbors . 

Between 1 9 7 8  and 1 9 8 1 , the principal debtors in 
Latin America were responsible for more than 40  percent 
of the increased debt tabulated in Table  5 . 1 ,  compared to 
an initial partic ipation of 3 0  percent . Almost  a l l  of the 
new debt was accumulated on a floating-rate bas i s , and 
progres s ively the cheap interest rates became unavailable . 
For many , prudent import pol icies  might have averted some 
of the later grief . A prominent exception was Bra z i l , 
whose large out standing debt absorbed virtually  al l of  
the foreign exchange borrowed and whose real  imports re­
mained compres sed . Bra z i l  wa s a l so exempt from the 
capital f l ight that compl icated debt management in 
Argentina , Mexico , and Venezuela . The excess  of debt 
change over the current account def icit  and reserve 
accumulation amounted to some $ 4 5  b i l l ion between 1 9 7 9  
and 1 9 8 2 . Public- sector obl igations financed accumula­
tion o f  private a s sets abroad in the se cases . s 

Th i s  country variabil ity is  lost in the aggregation 
o f  Table  5 . 3 .  The countries with relatively large re­
serves that gained from higher intere st rates are not 
those most. affected by payments problems because of 
l agging export s .  Nor did prices for a l l  products move 
uniformly . The terms of trade of As ian o i l - importing 
countries f e l l  by 5 . 5 percent between 1 9 8 0  and 1 9 8 2 ; 
those o f  the Latin American countries by 1 3 . 6  percent . 9 
However much external events impinged , nevertheless  ( as 
they impre s s ively did ) , domestic pol icies  and international 
negl igence were a l so components of the seriou s ly deterior­
ating s i tuation that f inally became patent in 1 9 8 2 . 

Global equil ibrium in response to the second o i l  
shock was achieved at lower leve l s  of  real income . 
Instead of  buf fering the impact a s  before , developing­
country debt now transmitted it . Only so long a s  growth­
l ed debt wa s compatible with developed-country aversion 
to recess ion and with OPEC wi l l ingne ss  to hold Euro­
currency deposits yielding low or negative real rates 
could the strategy be e f fective . I t  made l i ttle  dif fer­
ence that current account def icits  in the early 1 9 8 0 s  
wou ld have been i n  l ine with the trend o f  modest improve­
ment had the external environment remained stable . What 
counted was that the strategy chosen was no longer 
viable , but also  not ea s i ly reversible . Once in debt , 
it was more d i f f icult  to maneuver . 

A LIQUIDITY CRI S I S ?  

B y  the f a l l  o f  1 9 8 2  there was widespread agreement 
that the re was a debt problem .  Time magaz ine , perhaps 
with an overeagerne s s  to sell  copies ,  made the situation 
a cover story and chris tened it a " debt bomb . " Others 



1 1 2  

more sober and analytically incl ined differentiated be­
tween a l iquidity crisis  and a solvency problem : a short­
term interruption of cash flow versus a long-term abi l ity 
to repay debt . The ma j or ity view ,  inc luding that o f  
bankers ,  government o f f ic ial s ,  and independent observers , 
incl ined to the former . The World Bank , in its 1 9 8 3  
report o n  external debt , stated i t  a s  follows : 

There i s  no genera l i z ed debt c r i s i s : rathe r ,  
the mutual d i f f iculties  o f  developing countries 
in servicing foreign borrowing and of  commercial 
bank s in obtaining service payments on foreign 
lending are an outgrowth of  the broader economic 
problems that grip a l l  of  the world ' s  economies . 
The resolution of  the se diff iculties l ies  in a 
restoration o f  economic health to the global 
economy and a re sumption o f  strong growth in 
international trade . 1 0 

There i s  ba s i s  for such a characteri zation in the 
magnitude of the e f fects set in motion by the oil-price 
shock in late 19 7 9  and the pol icy response to it , as 
Table 5 . 3  has already brought out . There i s  also 
persua s ive evidence from casting the perspective forward 
rather than backward . As the IMF ' s  medium- term scenarios 
show,  as  Morgan Guaranty ' s  balance-of-payment s model 
confirms , and a s  Will iam C l ine ' s  more recent pro j ections 
for nineteen of  the large st debtors reemphas i z e s , " I f  
thi s  growth rate [ 3  percent annually for industria l i z ed 
countries ] can be achieved , the debt problems of the 
developing countries should be manageable and shou ld show 
cons iderabl e  improvement . • • . The central result of  
th is  analysis  i s  that the debt probl em can be managed , 
and that it i s  e ssentially a problem of i l l iquidity , not 
insolvency . � l l 

I am partial to th i s  asses sment . Yet at the same 
time it requires qual i f i cation in two important respects .  
For one , the analogy o f  countries to firms is  not entirely 
adequate . Solvency for a f i rm i s  defined by an exces s  of  
as sets over l iabi l ities � otherwi se it i s  bankrupt , and 
its credi tors may bene f i t  f rom the dis solution . On the 
other hand , countries  do not cease to exist , nor can 
their  a s sets , at least any more , be sei zed for distri­
bution . Second , the technical requirement for solvency 
at a country level--a zero cumulative balance of  payments 
over a very long time hor i zon , in order to guarantee 
repayment of  accumulated intervening debt- - i s  of  l imited 
practical significance . S i nce pol icies  are variable , 
such a condition in principle cou ld always be met over a 
suitably long period . So can the additiona l requ i rement 
that the real return on borrowing repay its co s t ,  s ince 
capital in the developing countries rema ins relatively 
scarce . 
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A more relevant so lvency criterion is  there fore not 
the eventual capacity to pay , but the medium- term prospect 
for decelerating the inc rease in debt relative to exports .  
Such a criterion incorporates ava ilabil ity of  fore ign 
exchange rather than saving a s  the determining constra int 
in meeting external obl igations . 1 2 It a l so substitutes 
the exi s tence of a l imiting debt-export ratio , with 
continuou s growing debt , for the condition of  debt full  
repayment . 

For the debt-export ratio to converge to a maximum , 
wi th developing countries s t i l l  recipients of a net 
resource transfer from the industrial i z ed ,  requ i res  that 
export growth exceed the intere st rate . 1 3 I f  it doe s not , 
the further borrowing necessary to cover both interest 
payments and import purchases wil l  exceed the increa se 
in exports and force the debt-export ratio to con­
tinuou sly h igher l evel s .  With imports and exports 
exactly equal ,  the rate of growth of  the debt i s  s imply 
equal to the uncovered interest costs that must be 
borrowed . If exports do not grow at the interest rate , 
the debt-export ratio rises . 

Only by running a merchandise surplus ( i . e . , 
trans ferring real resources to creditor countries ) can 
debtors prevent the debt-export ratio ris ing when intere st 
rates exceed export growth . That , of course , i s  what 
many such countries have been forced to do s ince 1 9 8 2 ,  
but that does not make them solvent . Rather , it amounts 
to the ir acceptance o f  the present disequ i l ibrium as  a 
permanent state and the i r  refusal to see beyond the 
temporary favorab le  balance of payments to the longer­
term impl ications . Estimates suggest that such a 
transfer of  rea l  resources from the Latin American coun­
tries amounted to US$ 2 0  b i l l ion in 1 9 8 2  and US $ 3 0  bi l l ion 
in 1 9 8 3 , representing 19 and 27 percent respectively o f  
the value of exports of goods and services . " Thus wa s 
prolonged a s ituation that ,  taking into account the 
relative degree of  deve lopment of  the region , can only 
be qua l i f ied as  perverse . ,, 1 4 More genera l l y ,  for all the 
countries in the World Bank reporting system ,  the posi­
tive net transfer o f  $ 1 6  b i l l ion in 1 9 8 1  wa s converted 
to a negative US $ 7  bil l ion in 1 9 8 2  and a larger negative 
$ 2 1  b i l l ion in 1 9 8 3 . 1 5  

Favorabl e  medium- term pro j ections o f  the bal ance  
of  payment s ,  without regard to  the nece s sary transfer of  
resources to  the developing countrie s ,  are  thu s no  ipso 
facto guarantee of  solvency . Nor are even demonstra­
tions of decl ining debt-export ratios , if  they are 
achieved through premature graduat ion to export of real 
resources . Such exerc ises ignore the magnitude of  the 
sacri f ice  entailed for the developing countries . They 
a s sume that abi l ity to pay is equ ivalent to wi l l ingnes s  
t o  pay regardless  of  the costs . 

But I have an additiona l obj ection to the preval ent 
characteri zation of the debt problem a s  a s impl e  
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l iquidity c r 1 S1 S . My concern i s  that the balance-of­
payments proj ections underlying such a diagno s i s  are 
overly optimistic . They place an undue emphasis  upon 
economic recovery in the industria l i z ed countries as a 
solution to the debt probl em o f  the developing nations . 

Careful attention to the quantitative estimates put 
f orward is therefore in order . Because of both the ir care 
and their inf luence , I focu s  upon Wi l l iam C l i ne ' s  recent 
detai led proj ections . l 6 He started with a statistically 
estimated relationship o f  total OECD imports to indus­
triali zed-country income growth . He  made thi s  appl icable 
to all nono i l -developing- country exports by adding a 
1 percent higher trend rate of  growth . That translated 
a 3 percent annual growth in OECD income into a 6 percent 
real increa se in developing-country nonoil  exports .  It 
a l so impl ied a higher e lasticity of  three between per­
centage changes in industria l i z ed country income and 
exports .  Volume ef fects were only ha lf  of  the story . 
Favorable  terms-of-trade effect s ,  higher prices from 
do llar devaluation , and enhanced developing-country 
competitiveness  owing to aggre s s ive real devaluation made 
up the dif ference . The terms-of-trade estimates were 
country spe c i f ic where pos s ibl e ,  unl ike the volume 
estimates .  

I t  was neces sary a l so to estimate import requirement s .  
For a l l  countrie s , an import elastic ity o f  unity was 
a ssumed for nonoil  imports , with a cycl ical ad j ustment 
for increas ing growth . To these nonoil  trade balances 
were added imports and exports of o i l , both of which were 
held constant in volume terms . F ina l ly ,  the service 
balance , inc luding interest obl igations , was added to 
arrive at the current account deficit . With additiona l 
assumptions about reserve accumulation and foreign in­
vestment , one arr ives at net borrowing needs . 

I n  accordance with the earlier discussion , special 
attention should be directed to the estimates of  export 
growth . I have ree stimated export volume for non-oil­
importing countries as  a whole as  wel l  as  for some sub­
groupings directly as  a funct ion of  industrial i z ed in­
come growth . I have done the same for real export price s ,  
introduc ing the real interest rate , the change in the 
rate of inflation , and variation in the value of the 
dollar as additional rel evant variables . The latter two 
are especially s ignificant . Table 5 . 4  presents the 
re spons ivenes s  of export vo lume and the terms of trade 
with respect to the growth , and changes in the growth , 
o f  the industriali zed countries . Underlying estimating 
equations are presented in the Appendix to thi s  chapter . 

The data in Table  5 . 4  sugge st ill  the f i rst instance 
that C l ine ' s  estimates , and others constructed s imi larly , 
overstated the sensitivity o f  real growth of developing­
country exports to conditions in the industrial i z ed 
countries .  Whether for nono i l  countries as  a who le or 
for subgroups ,  for the longer period or for the shorter 
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s ince the f irst o i l  shock , the se  directly estimated 
elasticities are sma l ler than three . The so le exception 
is the country- spec i f ic estimate for Korea , who se much 
h igher export growth produces a h igher value . As a 
re sult , industria l i z ed-country recovery has a much less  
dramatic impact on export performanc e . Wherea s C l ine 
impl ied a doubl ing o f  nono i l  export growth from 3 to 6 
percent i f  industrial i zed countries moved from a 2 to 3 
percent rate of  expans ion , the comparable  ef fect for non­
o i l  countries as a group is a much more l imited rise  f rom 
4 . 7  to 5 . 7  percent ; for oil- importing countries in the 
period after 1 9 7 3 , the estimate is a difference between 
5 . 0 and 6 . 7  percent . 

What these more modest re sponses reflect i s  the 
strength of developing-country exports in recent years 
even in the face o f  international rec e s s ion . As output 
growth in the industrial i z ed countries slowed continuou s ly 
f rom 4 . 1  percent in 1 9 7 8  to - . 3  percent in 1 9 8 2 ,  exports 
of the oil- importing countries continued to increa se at 
high rates wel l  in exces s  of world trade generally . I n  
19 8 0  they grew a t  9 . 2  percent ; in 1 9 8 1 ,  at 5 . 3  percent ; 
decl ining f ina l ly by 1 . 1  percent in 1 9 8 2 . That i s  shown 
in the sma l l  weight attributed to export volume short­
fa l l s  in Table 5 . 3 .  By C l ine ' s  formula , growth rates 
should have stood at . 9 ,  . 6 , and - 3 . 9  percent respectively . 

Developing-country exports were able to hold up 
better becau se of increas ing competitivene s s  in indu s­
tria l i z ed-country markets that , made sales  more independent 
of total demand . They a l so cou ld because developing­
country demand was better sustained , at least through 
1 9 8 0 .  Something between 2 0  and 25 percent of al l nonoi l  
exports were s o l d  t o  other developing countrie s . The 
sharp falloff  in trade in 19 8 2  refl ected the closure of 
such markets as  income decreased . 

Recovery in the industria l i zed countries wi l l  there­
fore make a dif ference to the performance of  the 
devel oping countries , but perhaps l e s s  centrally than ha s 
been mainta ined . In  particular , it i s  far from obviou s 
that the more rapid expan sion now anticipated for 1 9 8 4  
wi l l  have the further benef icent ef fects presumed , 
espec ially s ince developing-country growth wi l l  continue 
to lag . My quarrel is with exaggeration o f  the sensi­
tivity rather than with the order of magnitude of  export 
growth if recovery should proceed at 3 percent . Some­
thing l ike 6 percent is a reasonable l evel con s i stent 
with my estimating equations . 

Reduced export volume i s  not , as  we have seen , the 
mo st important factor responsible for softer developing­
country earnings . Rath e r ,  despite rather succe s s ful 
ef forts to export , the prices o f  the ir  products have 
fallen dramatically in recent years . During 1 9 8 1  and 
1 9 8 2  prices of primary commodities exported decl ined by 
more than 2 5  percent . Even developing-country exporters 
of  manufactured products encountered dimini shing prices 
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Table 5 . 4  Elasticities for Developing-Country Export Volume and 
Terms of Trade with Respect to OECD Income Growth and Changes 
in Income Growth 

Export Volume 

Nonoi l developing countries , 1963-1982 
Brazi l ,  exc l .  coffee 
Brazi l ,  inc l . coffee

a 

Korea ( 1964-1982 ) 

Nonoi l ,  o il- importing countries , 1973-1982 
Exporters o f  manufactures 
Low incomea 

As ia 
Western Hemisphere 

Terms of Trade
b 

Nonoil developing countries , 1964-1982 
Brazi l ,  exc l . coffee 
Korea ( 1965-1982 ) 

Nonoil , oil-importing countries , 1974-1982 
Exporters of  manufacture s 
Low income 
Asia 
Western Hemisphere 

aStandard errors greater than coeffic ient 

Industrialized 
Country Growth 

1 . 08 
1 . 83 

4 . 3 0 

1 .  7 3  
2 . 4 6 

2 . 2 9 
1 . 5 1 

Changes in 
Industrialized 
Country Growth

C 

1 .  3 7  
1 . 4 6 

. 7 7 

1 . 2 7 
1 . 18 
1 . 86 
1 . 29 
2 . 50 

bTerms of trade measured by percentage change in developing-country 
export unit prices minus percentage change in developed-country 
export prices 

CAver age of current and lagged responses to changes in growth 
rates ; terms of trade improvement reali zed over only a two-year 
period 

Source : For data 1963-198 2 : International Monetary Fund ( IMF ) , 
�ational Financial Stati stics , Handbook , 1983 ; 1973-198 2 : 
IMF , World Economic Outlook , 1983 ; for underlying regress ions , 
see Appendix to Chapter 5 .  
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and deteriorating terms o f  trade . 
Proj ections of  exports must therefore take into 

account the evolution of pric e s  as  wel l  as  quantity . 
C l ine ' s  estimates o f  cons iderably improved terms of trade 
were on shaky ground . The relatively h igh elastic ity 
of three that he obtained with respect to a one-percentage­
point increase in industria l i z ed country growth i s  not 
corroborated in Table  5 . 4 .  There , most elasticities with 
respect to changes in industriali z ed-country growth are 
smal ler , e specially for the categories of high-volume 
growth . This response i s  cyc l ical , l eading to improvement 
in the terms of trade as a result  of  accelerating income 
growth without continuing gains in spite of stab l e ,  higher 
level s .  I have presented the average impact on the terms 
of trade , rea l i z ed over a two-year period s ince both 
current and lagged changes in income growth enter , of  a 
one-percentage-po int acceleration in growth . One of 
the reasons for C l ine ' s  h igher respons ivene s s  i s  
semantic : He apparently summed the two-year effect . 
Another i s  that one of  his  few statistically s ignificant 
estimates was for B ra z i l , which showed a large impact ,  
and that the average wa s then appl ied to countries with­
out information . The group results  a re more rel iable . 1 7  

These terms-of-trade estimates are an intermediate 
stage in the forecast of developing-country export and 
import values . Cl ine proceeded to such absolutes by 
f irst pro j ecting the export prices o f  the industria l i z ed 
countrie s a s  the sum of  general price inf lation and 
dol lar depreciation . Th i s gave import prices . Then he 
added the estimated improvement in the terms of trade to 
get export prices . Al l tol d ,  these factors add about 2 0  
percent to the value o f  exports and are thus the mo st 
important source o f  improvement in foreign-exchange 
earnings in 1 9 8 4 . 

The implicit a s sumption i s  that depreciation of  the 
dol lar will  af fect exports and imports fully and there­
fore neutra l ly . But the j oint rise in prices of traded 
goods wi l l  act to amel iorate the burden of  a debt 
denominated in dol l ars . The real interes t  rate denominated 
in export prices wi l l  be forced down to lower leve l s  as 
will  the outstanding principal . Some of the con sequence s  
of  disinflation are thu s reversed . 

Such neutra l ity i s  not conf irmed by the experience 
with a variable dol lar during the 1 9 7 0 s . Although 
developing-country import prices  almost  reflected 
ful ly the combined e f fects of  in flation and changing 
valuation , export prices did not . I ndeed , the statistical 
measurement of the e f fects shows a perverse tendency . 
There i s  a positive , rather than neutra l , relationship 
between the annual terms of  trade and dol lar appreciation , 
other relevant factors held constant . 

More concretely , in the last  case of significant 
dol l ar deprec iation in 1 9 7 8 , when industrial- country 
income growth wa s at a rate of 4 . 1  percent , export prices 
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o f  primary commodities f e l l  cons iderably . Export unit 
value o f  maj or deve loping-country exporters o f  manu­
factures failed to rise  as rapidly as the value of manu­
factured exports of the industrial countries . As a 
consequence , the aggregate terms of trade o f  o i l - importing 
countries dec l ined by 3 . 4  percent . 

The response to dollar  appreciation depends upon the 
underlying demand and supply conditions of deve loping­
country imports and export s . Only if non-U . S .  supply is 
perfectly ela stic over the rel evant range wi l l  the do l la r  
price change o f  import s exactly reflect dol lar apprecia­
tion or deprec iation . The same i s  true for developing­
country exports ,  for which an additional determinant is 
the share of non-U . S .  demand in world demand in the 
absence of  such a perfect elastic ity . In  short , there i s  
no theoretical reason t o  impose neutrality i n  the face 
o f  opposing empirical evidence . 1 8 

Beyond the material already presented , I have also  
examined the quarterly change s in prices  o f  Latin American 
export commodities s ince 1 9 7 3 , because annual change s 
obscure the within-year movement s . The se regre s s ions-­
variou s  forms were tried- -do not repl icate the more than 
unitary elasticity of prices with respect to the dol lar  
exchange rate found by  IMF studie s . 1 9 The  coef ficient i s  
much smaller  and insignif icant , al though o f  correct s ign . 

The impl ications o f  dampening the price increase for 
C l ine ' s estimate s ,  and tho se o f  Morgan Guaranty that  
a s sume a 2 5  percent increase in prices  o f  nono i 1  commodi­
ties between 1 9 8 2  and 1 9 8 5  ( and now more concentrated 
becau se of the failure of signif icant recovery in 1 9 8 3 ) , 
are quite impo rtant . Table 5 . 5  ma intains the as sumptions 
of  a 10 percent depreciation o f  the dol la r  and a 5 per­
cent inflation and ad j usts import prices by sl ightl¥ l e s s  
than their sum in accord with p a s t  re spons ivene s s . 2 I t  
merely substitutes a n  a s sumption of  n o  terms-of-trade 
increa se over the 1 9 8 4 - 1 9 8 6  period , a generou s reading of 
the recent experience , in which do llar depreciation would 
more than o f f set the in itial cyc lical effects  o f  higher 
growth in 1 9 8 3  and 1 9 8 4  and some mode st increa se in 
inf lation with recovery . Further , it makes no allowance 
for the potential additional ef fects of  country devalua­
tions on the export volume o f  the aggregate . Part of the 
supply ef fect wil l be o f f set by compensating removal o f  
internal sub s idie s ,  a s  wel l  as  o n  the demand s ide by 
substitution among developing-country suppliers  as they 
compete with each other . There is a fal lacy of composi­
tion in s imply aggregating individual country responses 
without regard for the pol ic ies of  other s .  Moreover , 
the pro j ection i s  intended to bring out the tendenc ies 
inherent in the external environment , rather than po s s i­
b i l i ties  o f  changed dome stic pol ic ie s . 

The data in Table 5 . 5  reveal how sensitive C line ' s  
optimi sm wa s ,  not with re spect to international recovery , 
but to the valuation of  export s . El imination o f  the 



Table 5 . 5  Alternate Balance-of-Payments Pro j ections for Large 
Oil-Importer Debtors ( in b i l lions of current u . s .  dol lars ) 

1 1 9  

1983 1984 1985 1986 

Exports 1 2 5 . 2  149 . 5  1 66 . 4  185 . 2  
Imports 1 3 5 . 4  1 57 . 2  1 7 2 . 1  192 . 0  
Interest 2 9 . 3  3 0 . 1  3 0 . 7  3 2 . 6  

Fishlow 
Current account - 30 . 9  - 28 . 3  - 26 . 7  - 28 . 6  
Debt 3 27 . 6  3 54 . 3  3 7 7 . 6  403 . 0  
Net debt/exports 1 . 88 1 . 86 1 . 7 8 1 . 7 1 

Cline 
CUrrent account -30 . 9  - 20 . 2 - 1 2 . 6  - 1 2 . 6  
Debt 3 27 . 6  3 46 . 6  3 5 5 . 8  3 65 . 5  
Net debt/ex�rts 1 . 88 1 . 55 1 . 40 

Source : Exports : 1983 base year times real growth of 6 percent 
times price increase of 1 2 . 6  percent in 1984 and 5 percent sub­
sequently ; imports : 1983 base year for nonoi l  imports times 
Cline ' s  real growth times price increase of 1 2 . 6  percent in 1984 

1 . 28 

and 5 percent subsequently ( o i l  imports from Cline ) ; interest : based 
on debt at end of  previous year , with rate weighted at two-thirds 
of LIBOR plus premium , one-third at fixed rate , less income on 
reserves (Cline ' s  methodology ) ;  current account : incorporates 
services calculated using Cline ' s  methods and his estimates of 
transfers and merchandise balance and interest as above ; debt : 
current account less Cline ' S  direct investment and reserve 
acquisition of . 2  times change in imports (Cline ' s  methodology ) . 

surge in exports he pro j ected in 1 9 8 4  with more rapid 
growth , large dol lar depreciation a n d  s ignif icant 
improvement in the terms of trade means that debt wou ld 
have to grow a lmost twice as  rapidly a s  origina l ly 
indicated . Debt-export ratios fal l , but much more 
slowly , making obviou s the continuing precariousne s s  of  
the s ituation i f  the scenario i s  even margina l l y  l e s s  
favorabl e . Export price increa ses serve a s  the med ium 
for recreating the inf lationary environment of the 1 9 7 0 s  
and les sening the burden o f  the debt . 

C l ine ' s  empha s i s  upon the virtue s of  developed­
country recovery , even at  the expense of  h igh interest 
rates , was therefore equal ly overstated . At the lower 
elasticities estimated in Table  5 . 4 ,  the immediate impact 
on value o f  exports o f  a one-percentage-point increa se 
in indu strial country growth i s  much closer to 3 percent 
than to 6 .  Hence the margin o f  superiority over the 
foreign-exchange saving s o f  a s ing le-percentage-po int 
reduction in interest rates is halved to 2 . 5  rather than 
the 5 c l a imed . 2 1  Moreover , the proportiona l dec line of 
a s ingle  percentage point in interest rates is  much 
sma l l er than a s imilar one-percentage-point increase in 
growth rates and much easier directly to negotiate . 
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Because the effec t  o f  industrial i z ed-country growth 
on exports is cumulative , continuing expans ion at 
reasonable  rates implies  much larger leve l s  of future 
fore ign-exchange earnings  and hence capac ity to service 
debt . The pol icy i s sue , however ,  i s  not a tradeof f  be­
tween recovery and high interest rates ;  rather , it is 
the concern that the bal l ooning U . S .  pub l ic def icits , 
despite a pos itive ef fect on demand , wi l l  stifle  expans ion 
by ra ising rate s . Nor should it be forgotten that the 
continuing h igh real rates are equivalent to a deteriora­
tion in the terms of  trade : O f f setting that deterioration 
by volume increases s t i l l  means lower income for the 
developing countrie s .  

And intere st rates enter critical l y ,  a s  pointed out 
earl ier , in  preventing debt from accumulating inertially . 
Cl ine ' s  proj ections sati s f ied the condition o f  a higher 
export growth than intere st rate both by a low real rate 
by vigorous export re sponse  by oil importers .  In-
deed , the debt-export ratio converges to zero a s  larger 
and and l arger merchandise  surpluses would be obtained . 
The amended resul ts in Tab l e  5 . 5  do l ikewi se , al though at 
a much s lower rate . Yet it is es sential to empha s i z e  
tha t ne ither meets an amended solvency requirement that 
a l l ows for a continuing transfer  of  resources , on commer­
c ial  terms , from the r ich to the poor countries .  That 
would c a l l  for debt to expand at higher rates ,  or 
interest payments to proceed at a lower . Under conditions 
o f  a re source tran sfer equiva l ent to 1 percent of nono i l ­
developing-country income , and a gro s s  interest rate o f  
1 0  percent , debt would have t o  expand initially at an 
annua l rate o f  almost 1 3  percent . With export growth 
at 1 2  percent , the debt-export ratio wou ld initially 
c l imb , converging to a value of 2 f rom its  1 9 82  l evel o f  
1 . 4 .  F o r  c ountries with lower than average export- income 
ratio s , the l eve l would be even higher . Rapid expans ion 
of exports , however neces sary as a component of  solvency , 
should not be made into a mechanism for premature capita l 
export . 2 2  

The consequences of  the mode st restatement o f  the 
rate of  nominal export growth in Table 5 . 5  should intro­
duce equal  caution about other optimistic scenario s .  
I am not alone . The Data Re sources , I nc . ( DRI ), and 
Wharton proj ections of develop ing country exports have 
been l e s s  buoyant than tho se of C l ine or Morgan Gua ranty . 
So , too , have been the expectations of  the IMF . 2 3 That 
such a di f ference i s  pos sible through very l imited al ter­
ation o f  export proj ections revea l s  the inherent vulner­
abi l ity of the debtor countries and the precariou sne s s  
o f  the present s ituation . 

There i s  ba s i s  for concern on ground s other than 
careful examination of  recent exper ience . Extrapolation 
o f  pa st trends , i f  anything , may be too optimistic . We 
may not return to such f avorabl e  relationships in the 
future . 
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I n  the f irst place , i t  i s  b y  no means as sured , with 
the higher unemployment rates now prevalent in the 
indu strial i zed countries , that recovery will  be as trade 
inten s ive as it wa s a f ter 1 9 7 5 . Protectionist  tendencies 
are much stronger as  a consequence and are additionally  
fed  by  an asymmetric pattern of  g rowth among the indus­
trial  countr ies . A lagging and increas ingly less  
competitive Europe i s  a source o f  spec ial concern . But 
so  i s  a United States in which election-year pol itics 
strengthen the hands of  spec ial interest s . Within a 
s ingle week in January 1 9 8 4 , four escape-clause actions 
were f i l ed ,  not alleging unfair trade , but merely injury ; 
dur ing the preceding three years only f ive such cases had 
been brought . Note as  wel l  that develop ing countries 
competitive in  heavy indu stries ( they tend to be the NIC 
debtors ) are a spec ial target .  Under the formula pro­
posed for carbon-steel imports , for example , the share 
for Japan and the European Economic Community would hard­
ly be a ffec ted , while  that for developing countries wou ld 
dec l ine from a current market share o f  about 10  percent 
to a mere 3 percent . 

I n  the second instanc e , the present commitment to 
restrain inf lation reduces the l ikel ihood of repl icat ing 
the commodity booms o f  the last decade . Demands for 
s tocks a re unl ikely to expand as rapidly with real 
recovery . I ncreas ing prices will a l so encounter resis­
tance f rom purchasers who wi l l  see them a s  changes in 
re lative prices , rather thaQ a s  accompanying general 
inflation . High real interest rates will have the same 
e f fect of moderating demand . 

I n  the th i rd place , an exc lus ive focus on recovery 
in the industrial i z ed countries ignores the consequence s  
o f  debt- impo sed depre s s ion in the developing countries 
upon the i r  trade growth . Currently , intra-deve loping­
country trade i s  responsible for about a fourth of 
developing-country export s . Thi s  market i s  mo st rapidly 
growing for the manufactured products many of  the largest 
debtors are espec ially able to supply . F ina l l y ,  there 
a re even some who question the l ikel ihood of  continuing 
recovery , espec ially i f  U . s .  budget de f icits  per s i st 
beyond 1 9 8 4 . 

These concerns are more than theoretical . I t  i s  
relevant to note that the initial stages o f  the indus­
tria l i z ed-country recovery in 1 9 8 3 , more vigorou s at 
2 . 5  percent than had been predicted and therefore a 
larger change in income growth than pro j ected for 1 9 8 4 , 
had l ittle posit ive e ffect on the va lue of  developing­
country exports . Prel iminary resu l ts for the most 
indebted Latin American countries showed continuing 
deterioration in the terms of  trade , along with absolute 
decl ines in export price s . 2 � To be sure the dollar  
continued to apprec iate , but  many analysts , becau se of  
prospective h igh interes t  rates , were less  incl ined to 
predict s ign if icant deprec iation in 1 9 8 4 . That wi l l  have 
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its repercu s s ions upon export prices and further erode 
the benefits  of  OECD recovery . 

De sp ite lack o f  buoyant export demand in 1 9 8 3 , 
the balance o f  payments of  the princ ipa l debtors did not 
deteriorate . On the contrary , the current accounts 
improved , e specially  those o f  oil exporters l ike Mex ico 
and Venezuela . These countries had l ittle alternative 
but to compre s s  their imports dramatical ly to adapt to 
the l ack of  credit . They did so at the expense of income 
growth . For th e oil  exporters ,  it meant l earning the 
necess ity and pos s ib i l ity of  import sub stitution practiced 
earl ier by the o i l  importers . 

The rea son for thi s  detai l ed treatment of C l ine ' s  
proj ections i s  not to sub stitute another set , nor even to 
que stion the manageabi l i ty of the c r i s i s  with developed­
country recovery and developing-country adjustment . 
Rather it  i s  to empha s i z e  that the respon s ibil ity for 
adapting to the overhanging debt seems l ikely to fal l 
d isproportionately upon the debtors , with only partial 
amel ioration f rom the magic o f  industria l i z ed-country 
growth . The IMP says a s  much : 

. . .  the results  of Scenario A are l e s s  
favorabl e  a s  far a s  growth i s  concerned , and 
imply stronger ad justment e f fort s ,  than those 
pre sented last  year . I n  part becau s e  of  a 
lower f l ow o f  bank lending , the new Scenario A 
envi sages . . • a lower deficit • . . despite 
conditions that would be l e s s  favorable for 
exports . The resu l t  i s  that the aggregate 
real GDP of non-oil deve loping countries in 
1 9 8 6  i s  now expected to be about 5� percent 
l e s s  than previou s ly estimated . The volume 
of their imports is pro j ected to be nearly 
13 percent l es s . 2 5 

Optimi sm about international recovery ha s the luxury of 
ignoring the impl ications for the wil l ingne s s  o f  
developing countries  t o  pay under adverse conditions . 
Rea l i sm requ ire s a closer look . 

THE IMP ADJUSTMENT PACKAGES 

The Economic s  of  S tab i l i zation 

Wha tever the future may hol d ,  the recent pa st has 
been unambiguou s in forc ing adjustment programs upon many 
debtor countrie s ,  as wel l  as on others adversely 
affected by the downturn of the world economy . Such 
adjustment has been under the aeg i s  of  the IMF in both 
instanc e s ,  but with a c ruc ial d i f ference . For the 
debtors , these arrangements have inc luded a c ruc ial 
component of  continu ing , i f  reduced , bank l ending . The 
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I MF  h a s  thu s taken o n  a n  enhanced role , quite apart from 
the impre s s ive quantitative expansion of its  commitments . 

The emphasis  on developing-country adj u s tment in 
a rriving at  such agreements speaks to a s tructural 
component o f  the debt cri s i s  that adherents to a sheer 
l iquidity view tend to ignore . If the i s sue were one of  
mere temporary balance-of-payments d i f f iculties o f  the 
debtor countries , owing to unantic ipated external c ir­
cumstances , the Fund ' s own criteria woul d  c a l l  for 
compensatory f inance rather than the conditionality 
imposed in fact . 

That conditiona l i ty i s ba sed on the premise that 
many debtor countries have adj u s ted incompletely and 
imperfectly to a new and harsher external environment . 
For the IMF , the failure arises  from exce s s  aggregate 
demand as wel l  as from an a l l ocation of  expenditure tha t  
i s  bia sed against exports . Whatever the variabil ity i n  
the spec ifics  of  particu l ar programs , these elements are 
the central one s . 

First , identification of bal ance-of-payment s  prob­
l ems with excess  demand entai l s  a need for restrictive 
pol icies  to restra in domestic expenditure . In  particular , 
the pub l ic sector i s  typical ly s ingled out for def icits 
that contribute not only to demand but a l so to dome stic 
credit creation . E l imination o f  sub s idies , increa sed 
taxes  and prices of  pub l ic services and of  products 
produced by state enterpr i se s ,  and reduced outlays are 
typically recommended .  The emphas i s  on f i scal pol icy i s  
augmented b y  insistence upon contro l s  over expans ion of  
domestic credit . Before it ga ined wider academic 
fa shionabil ity ,  the Fund pioneered in the monetary theory 
o f  the balanc e  of  payments that relates changes  in net 
international reserves to internal monetary pol icy . 
S tarting f rom that premi se means that f inanc ial  balance 
is a s  important a s  control over expenditures . In 
practical terms , it  means advocacy of  h igh real interest 
rates  to e l iminate f inanc ial repre s s ion and encourage 
dome stic saving . 

Second , a further consequence of  the Fund outlook 
is to l ink domestic inflation directly to balance-of­
payments performance .  Al though it i s  pos s ible  sig­
nif icantly to attenuate tha t  l ink by a f l ex ib l e  exchange 
rate that does not become overvalued , as the Fund itsel f 
has conceded by back ing away from the f ixed-rate reg ime s 
it  insi s ted upon in the 1 9 5 0 s  and 1 9 6 0 s , atta inment of  
price  stab i l ity i s  a principa l  ob j ective . Inflation i s  
not regarded a s  neutra l , because  i t s  acceptance reduces 
discipl ine of the pub l i c  sector a s  wel l  a s  inevitably 
l eading to ineffic iencies  in resource allocation . A 
direct impl ication i s  conta inment of  nomina l wage in­
creases  and rej ection of indexing arrangements that carry 
forward past inf lation . 

The exchange rate i s  the third key price that must 
be set right . Real devaluation , in which the Fund still  
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bel ieve s ,  if  not the neoorthodox international monetar ists , 
has two ef fects . I n  the f irst instanc e ,  it reduces real 
income by increasing the price of tradable goods and 
thereby contributes to the ob j ective of  decrea s ing expen­
diture . I n  the second plac e ,  the relative price change 
makes  exports and import sub s titutes more pro f i tabl e  and 
imports more expens ive . Real ignment of production im­
proves the trade balanc e ,  which- -given the restrictions · 
on supply of  external capital and continuing high intere st 
rates-- i s  the only source o f  improvement of  the fore ign 
accounts . 

The package i s  a formidable undertaking , particularly 
when combined with other efforts to di smantle control s 
and to rely more fully on market incentives . For a l l  the 
empha s i s  upon aggregate demand in devis ing adjustment 
programs , there is an impl icit , i f  s impl e ,  theory of 
supply : Supply re sponds elastical ly to market s ignal s .  
For effic iency ' s  sake the s igna l s  must be the r ight one s . 
The programs may thu s be ex igent , but nothing l e s s  wi l l  
work . The Fund goes farther i n  their defense t suggesting 
that the adverse eff ects of  condit ionality- -critic i z ed 
s inc e the 1 9 5 0 s  by Latin American structura l i sts- - should 
not be exaggerated . 

I t  i s  sometime s c ontended that the restrained 
demand management pol icies- -wh ich are always 
centra l to Fund programs--are inimical to 
growth • . . •  However ,  an analy s i s  o f  26 recently 
approved stand-by and extended arrangements 
revea l s  tha t ,  in a great ma j or ity of  the cases , 
rea l growth rates are pro j ected to improve even 
during the f irst program year by compari son with 
the two years prior to the program ; only in 7 
o f  the 2 6  cases  i s  growth expected to decl ine . 2 6  

S ince such programs typ ically are adopted in the 
midst o f  dec l ine , such a statistic does not preclude a 
legit imate concern for the output consequences  of demand 
restraint under condition s now prevail ing in many of the 
debtor developing countrie s .  In  princ ipl e ,  were the 
diagnosis  of  genera l i z ed exc e s s  demand correct and demand 
for exports very elastic , the IMF pol icies  would l ead to 
reduc ed real income , but not at the expen se of unemploy­
ment or excess  capacity . Growth could and would re sume , 
l ed by production o f  exports and of  import sub stitute s ,  
even a s  the balance of payments improved and inflation 
dimini shed . I n  1 9 8 2  and 1 9 8 3  there was scant evidence 
for such a conclusion,  a s  the countries mo st a f f l ic ted 
by th e debt c r i s i s  and following pol i c ie s  of restraint 
exper ienced s igni f i cant dec l ines in growth , accompanied 
in some cases by accelerat ing inflation . 

The rea sons are related to structural characteris­
tic s of  many of these developing countries . Instead of  
the stab l e  and responsive aggregate supply funct ion 
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presumed by Fund orthodoxy , and therefore ignored , supply 
conditions are a critical factor influenc ing the 
effec tiveness  of stabil i zation attempt s . 2 7 

In th e f irst instanc e ,  adjustment lags between 
expenditure reduction and output rea l location are impor­
tant . Reduced f i scal def ic i ts , even accompanied by de­
valuation,  do not nece ssarily translate quickly , and in 
the right proportion s ,  into private dec i sions to employ 
labor and capital to produce exports . Nor is  such labor 
and capita l  fully mob i l e . Export supply is not perfectly 
elastic . The direct adverse output results  o f  expendi­
ture contra ction are felt immediately wherea s the indirect 
bene f ic ia l  effects  take longer to work themselves out .  

I n  the second plac e ,  the contraction i n  domes t ic 
credit and rise in interest rate s wil l  c reate shortages 
of  working capital and l ead to curta ilment of output- ­
not merely demand . Firms wi l l  f ind it more prof itable  
to speculate f inanc ia l ly than to  produce .  Adding to  thi s  
impul se i s  the ef fect o f  reduced imports . Becau se inputs  
are not perfectly substitutable , imports are an important 
determinant of potential supply . Balance-of-payments 
improvement obta ined by cutting back on essential imports  
soon ha s rami fications that extend throughout the 
productive system .  

I n  s imilar fashion , dra stic retrenchment o f  the 
publ ic sector c an be costly . The most f l exible components 
o f  public  budgets , of c entral and local government s a s  
wel l  a s  of  state enterprises , a r e  investment expenditures . 
Capita l formation , f requently complementary to private 
production , is sacr i f iced for immediate economies , 
with implications for subsequent productive capac ity . 

Aggregate supply i s  therefore not continuously 
forthcoming at the po int of ful l  employment a s  demand is 
reduced , with the ef fects o f  restraint fall ing solely 
on the rate of  inflation . In  fac t ,  inf lation i s  fed by 
the reforms introduced . Corrections of  distorted publ ic­
sector pric e s , removal of  sub s idie s , increa ses in tax e s , 
and so on a l l  lead to a once for a l l  inc rease in prices . 
So do the increa se in rea l interest rates and the rise  in 
import prices fol lowing f rom devaluation . These cost 
components o f  inflation may be extended in two ways . 
Wages may be indexed to the inf lation rate , and so a l so 
rise . I nc reased interes t  rate s ,  and devaluation , wil l  
a l so force u p  government payments o n  internal and external 
debt respectively . These , o f  course , place additional 
demands upon dome stic credit and further pres sure on 
intere st rates . 

D i s inflation , in other words , i s  much more compl i­
cated than s imply reduc ing demand and carries with it the 
r i sk of exacerbating output decl ine s . The very instru­
ments of structura l re form through relative price change 
make it  more di f f icult to accomp l i sh . Concentrating on 
inflation , at the expense of  real bal anc e-of-payments 
and production targets ,  may be counterproductive . 
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E l iminating index l inks and influenc ing expectations more 
favorably make the task of dampening inflation easier . 
The former i s  ea s ier and more rel iably done for wage s  
than the interest rate or the exchange rate , with adverse 
consequences  for the distribution of  income . Convinc ing 
the pub l i c  of dec l ining inflation , in the midst of con­
trary inertia l tendenc ies  and hi storical evidence ,  may 
also  lead to serious distortion of  the exchange rate , 
with eventual adverse consequenc es  for the balance of  
payment s .  That is  certainly one  l e s son of the Southern 
Cone experience ,  in which preannounc ing ( and , in Chile , 
f ix ing ) the exchang e rate became the centerpiece of 
neoorthodox pol icy . Preoccupation with the wrong target 
proved costly , not l ea s t  in contributing to the accumula­
tion o f  exc e s s ive debt . 

The Fund ' s  approach to inflation make s  it too central 
a goal , wh ile  at  the same time g iving inadequate atten­
tion to the potential short-term incons i stenc ies between 
ad justment and di sinflation . In estab l i shing its in­
flation targets , and hence credit l imits ,  it  errs , 
apparently del iberately by the testimony of  one o f  its 
staf f ,  on the s ide of unrea l i sm :  " In general , corrective 
policy programs should a im at reductions in the rate of 
in flation that are perceived a s  s igni f icant-- even i f  they 
do not appear particularly rea l istic-- in order to in­
f luence expectations in the right direction . " 2 s  But such 
a stra tegy contributes to inadequate , exc e s s ively 
stringent monetary pol icy and to expectations that cannot 
long be ma inta ined . I t  i s  surpri s ing to see the Fund 
rely upon irrational expectations to make its pol ic ies  
work . 

On the positive s ide , the Fund program is  des igned 
to encourage and , now ,  to require continued capital in­
flow to les sen the costs o f  adj u s tment . But equ ity 
inve stment , now being emphasi zed a s  a substitute for 
borrowing , i s  actively d i scouraged by the dec l ines in in­
come and makes no contribution . Nor i s  new money in the 
form of loans f lock ing to countries in the midst of 
wrenching internal contraction . 

Th is  discus s ion o f  the orthodox adj ustment programs 
now being undertaken by the largest debtor countries 
makes c l ear  two essential points . One i s  that they may 
be costly in their output consequences over some time , 
although attaining thei r  balance-of-payments and in­
flation targets .  Of  the se , a favorable trade account i s  
much more certain , i f  only because the constraint o f  
l imited externa l f inance makes it  a nec e s s i ty . Moreover , 
the very dec l ine in national production reduces import 
demand and becomes the bas i s  for the trade improvement 
reg i stered . Even in failure , the interests of the 
creditors are guaranteed priority . 

In  the second instanc e ,  granted fully successful 
adjustment , there will sti l l  be a devaluation- induced 
loss  in real national income . Changed relative prices 
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for labor and capital a s  wage s  are restrained and 
interes t  rates raised may a l so provoke a pos s ible  
deterioration in its  dis tribution . In addition , the 
pub l i c  sector ' s  role  wil l  have dimini shed . D i rect 
expenditures will have been reduced , and state enter­
pri se s  curbed . In  short , the impact o f  adj us tment wi l l  
have s ign i f i cant and diff erential ef fects upon important 
intere sts and there fore neces sari ly a s ignif icant 
po l itical content . 

The Pol itic s of  Adj u s tment 

It should come as no surprise a f ter thi s  discu s s ion 
that stab i l i z ation pol icies  encounter s ign i f icant popular 
resistanc e .  More than a decade ago , Richard Cooper 
cal cul ated that currency devaluation approximately 
triples  the chance that the respon s ib l e  f inance minister 
will be gone within the following year and doubles  the 
probab i l ity that  the government will  fa1 1 . 2 9 If con­
temporary statistics  are perhaps more favorable , it does  
not  ref l ect  a change in  popular reaction , but  rather 
speak s to the durab i l ity of authoritarian reg ime s whose 
c l a im to  power part ia l ly re sts on the wil l ingne s s  to  
impose the unpopular . 

Au ster ity programs understandably encounter res i s­
tance because they a f f ect establ i shed interests and claims 
on income . Workers res i st ero s ion of wages  and mounting 
unemployment .  Employers complain about higher taxes and 
interest rates and about reduced sub s idies . It is  not 
d i f f icult to con struct a coa l ition of  oppos ition to 
pol icies  that seem to guarantee certa in present losses , 
whi l e  only holding out the probab i l i ty of eventual 
benef it s . To a beleaguered c i t i z enry , stab i l i zation 
appears a negative- sum game , even in compari son with the 
deteriorating economic conditions that provoked it in the 
f irst in stanc e .  

But t o  frame the matter i n  terms of  perceived se1f­
interest is  to  character i z e  the opposition too narrowly 
and materialistica l ly . I f  it were not for past experience ,  
more replete with stop-go cyc l e s  than successful stabil i­
zation , and a re spectab l e  l iterature skeptical of the 
excess ive costs of orthodox pol ic ies , d i s sent would not 
run as deep . 

What ha s been added to the se tradit ional response s  
thi s  time i s  the further conviction that the origins 
o f  the problem are external . Thi s  i s  a cri s i s  manu­
factured in the boardrooms of New York bank s , requiring 
payment s  due despite an industria l i z ed-country rece s s ion 
and h igh interest rate s . For even the o il importers , 
the ef fects o f  the o i l  shocks recede in favor of  these 
factors tha t have weighed more heavily in 1 9 8 1  and 1 9 8 2 .  
There i s  a l so a conviction that the burden i s  being 
shared unequa l l y ,  without regard to the cost imposed on 
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poorer countries i l l  equipped to bear it . 
A recent letter to the Economi st f rom Bra z il made 

the point more eloquently than the rhetoric of formal 
statements : 

C it i z ens o f  the " f irst world"  refuse to under­
stand that rece ssion ,  for u s , means more starva­
tion , more children abandoned by mi serable 
parents and a sharp increase in infant mortality 
and i l l iteracy . • • .  Yesterday I helped a man 
who had an epil eptic f i t . He had told h i s  doctor 
he was taking only hal f  of the pre scribed quantity 
o f  medic ines in order to make them last  longer . 
• • . I f  thi s  i l l iterate Bra z il ian f inds out that 
the loss of his j ob wa s caused by a recess ion 
provoked by the obl igation to pay back the money 
which f irst-world bankers enticed us to borrow , 
plus intere st , he wil l certainly become a sort 
o f  Sandini s t ,  or worse . 3 0  

Under mounting social consequences  o f  adjustment , 
and in conj unction with external interest payments that 
exceed new borrowing , defaul t--or at the least uni­
la teral renegotiation- -becomes an ever more attractive 
option . Both Mex ico in 1 9 8 2 � and Argentina after the 
election o f  Pres ident Al fons in have e ssentially  imposed a 
moratorium without repudia ting their obl igations . The 
precedent has been lost on other s ,  al though it has not 
dimin i shed the zeal of  the IMF in its conditional i ty or 
the preference of  the banks for case-by-case treatment . 

Rigid s tab i l i zation programs and seeming bank 
int ransigence do not f i t  wel l  with the new pol itical 
efferve scence in Latin America . A c ivil ian pres ident 
rul es  in Argentina with a ma j ority mandate . In  Bra z il , 
the mil i tary i s  bea ting a retreat to the barracks in 
disarray . In  Ch ile and Uruguay , pres sures for greater 
popular pa rticipation are mounting . The present crisis  
does not  have its roots in popu l i st excesses  or  
democ ratic failure s :  It  is  the product of a now in­
creas ingly repudiated technocracy that deemed economic 
management above and beyond pol itical control . I t  does  
no  good to  insist upon the technical qual i ty of  the 
ad justment package and to ignore the se new real ities nor 
to f launt external intervention at a time when re stora­
t ion of  nationa l pride is  a central source of l egitimacy 
for the new c ivil ian pol iticians . 

The se  new political real ities in some of  the largest 
debtors ,  and not alone in Latin America a s  the 
Phil ippines exempl ify , cannot help to inf luence responses 
to the debt c r i s i s . Up to a point , austerity can improve 
the pro spects for meeting obl igations by generating trade 
surplu ses and hence the abil ity to pay . But applied too 
long and too painful ly , austerity can provoke a hostile  
rej ection of international claims in favor of domestic 
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pre ssures . Seeming ly rational calculations that demon­
strate the futil ity of default  because  of the penalties 
o f  interrupted potential future capital flows and inter­
ference with current merchandi se transactions carry l e s s  
weight in the f a c e  of  social di sruption . A n  uncertain 
future may seem l e s s  adverse than the known depres s ion , 
against which conventional reactions seem futi le . 

Even were the prospects for trade to improve , more 
popular governments cannot fully ignore the magnitude of 
the transfers they are being asked to make out of national 
income . As the external debt mounts to more than half of 
total product in Argentina , Mexico , Peru , Korea , the 
Phi l ippine s ,  and Ch ile- - in the latter to 9 0  percent- -h igh 
real interest  rates impose a palpable effect on the 
standard of l iving . At a 7 percent rate , in the Chi l ean 
case in 1 9 8 4 , the intere st payments amount to more than 
the equivalent of  the income of  the poorest f ifth of the 
population . I f  the impact is l e s s  dramatic for other s  
with lower debt- income ratio s , the reduction i n  national 
income sti ll  remains signif icant and sensitive to reign­
ing interest rates set abroad .  

I raise the is sue o f  the potential diminished wil l­
ingness to pay contractua l debt service without concluding , 
a s  some erroneous ly may , that a return or continuation of 
authoritariani sm can avert the probl em .  I t  can as sure 
only illusory stabil ity .  E ffective medium-term economic 
adj ustment requires a f lex ibil ity in the face of changing 
conditions that military regimes have rarely , rather than 
commonly , shown . The capac ity to engage in continuing 
income tran sfers of large magnitude ultimately depend s 
upon informed consent rather than force . Even in the 
short term ,  discredited author itarian governments have 
shown l ittle capac ity to manage stabil i zation programs . 

Moreover , the new pol itical forces have l earned f rom 
the errors o f  the past . Few pol itical l eaders in the 
large debtors bel i eve in easy popul ist  solut ions . There 
is broad recognition that a lthough mo st countries erred 
by exce s s ive and a symmetrical integration into world 
capital markets in the 1 9 7 0 s ,  export promotion and 
expansion are an indi spensabl e commitment in the 1 9 8 0 s  to 
reduce dependence .  In the second place , there is no 
illusion that foreign resource s  wil l  be available  in the 
future in the proportions of the recent past ; internal 
saving wi l l  be requ ired . Th ird , there is  widespread 
appreciation that sheer expans ion of  the public sector 
does not constitute an acceptable development strategy 
any more than ful l  rel iance upon market s igna l s . F inal ly , 
there i s  l i ttle faith in the pos s ib i l ity of mas s ive 
income redistribution in the short term .  

These a r e  important bridges t o  a more consensual 
s tab i l i zat ion strategy whose prospects for minimi z ing 
the real income dec l ine turn critical ly upon the capac ity 
to distribute the losses equitably . The apparent succe s s  
i n  the Mexican stab i l i z at ion program stems f rom the 
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abi l i ty not merely to enforce lower real wages but to 
l imit the ef fects of inf l ation on the prices of certain 
es sential product s  for the mass  o f  the population . An­
other e l ement , of course , was the immediate and sub­
stantial debt-service relief  by restructuring short-term 
debt and putting off  amorti z ation until  1 9 8 5 . 

Such a consensual strategy , ironically , may involve 
measures more drastic than the conventional ones imposed 
by the Fund . In  a depres s ion o f  thi s  magnitude for Bra z i l  
and Argentina , and with inf lation wel l  in excess  of three 
digit s , more dramatic e f forts may wel l  be nece s sary to 
deal with an internal debt whose interest payments alone 
are the principal pre s sure on public- sector borrowing 
requirements ; to reduce real interest rates that have 
sharply curtai led private inve stment ; to halt the un­
lea shed spiral of ris ing prices and costs . These are 
not easy tasks , and it would be wrong to minimi z e  their 
d i f f iculty or to ignore the potential probl em of  recon­
cil ing austerity and legitimate popular claims . Only if 
there are degrees of f reedom for domestic po l icymakers 
to act can adj ustment be achieved . If the balance of  
payments and debt service take absolute priority , internal 
di sequ i l ibrium wi l l  persist  and wi l l  be a constant provo­
cation for unilateral default that could we l l  be inimical 
to restoring global recovery in the 1 9 8 0 s . 

THE INSTITUTIONAL FRAMEWORK 

The pol icy Matrix 

At the beginning o f  1 9 8 4 , the elements in place to 
deal with the debt problem were l ittle changed from what 
they were in August 1 9 8 2 .  What had been added was 
additiona l  resources from the quota increa se o f  the IMF 
and the cons iderable experience gained by the repetitive 
tasks of renegotiating debt and of  hammering out country 
ad j ustment packages on a case-by-case bas is . That there 
wa s so l ittle change derived less  from sati sfaction with 
the po l icy matrix than f rom lack of con sensus on the 
appropriate more far-reaching reforms . F inanc ial circles  
were far f rom tranqu i l . World F inanc ial Markets ,  in its  
June 1 9 8 3  assessment , found wanting the " relatively 
optimi stic , laissez- faire school that as sumes the current 
debt situation is a fairly short-term l iquidity i s su e "  
t o  b e  solved primarily through LDC ( le s s  developed 
country ) ad j ustment along with some OECD recovery . " By 
ignoring long-term structural elements o f  the inter­
nationa l debt problem or  overstating the prospects for 
global recovery , thi s  approach risks forcing exces s ive 
deflationary costs on borrowers . I t  i s  a l so overly 
optimi stic about market forces providing ample new 
borrowing . ,, 3 1  
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The present situation derives its stability from the 
tenuou s mutual interests of creditor bank s  and debtor 
countries in this  moment of  crisis . Bank s  are committed 
to extending additional credits to countries currently in 
diff iculty only because they perceive such a pol icy to be 
in their self- intere s t . They are not development insti­
tutions . Banks are lending involuntarily in order to 
avert defaults  that would expose the precariousnes s  of 
their balance sheet s  and with some hope of  ultimate re­
payment under better future conditions . Their " lending 
trap " is the counterpart of the " debt trap " ensnaring 
countries that must borrow to meet the ir interes t  pay­
ments , increa sing their debt without counterpart resources 
for adequate imports to underwrite recovery or even export 
expans ion . Countries continue to pay because they fear 
the immediate losses from trade potentially interrupted 
as  a result  of defau l t  and hope for resumption of needed 
capital flows in the future . 

Such a situation serves each party badly . I t  ha s 
led bank s to short- s ighted ef forts to obtain larger 
profits  to compensate for their perceived greater risk . 
This ha s taken the form of  increased margins in the form 
of  one-time fees and of  ongoing premiums over the depo sit  
rate . For  the reschedul ings completed for  Latin America , 
amounting to some U S $ 4 4  b i l l ion for seven countrie s , banks 
have obtained commis s ions of  between 1 and 1 . 2 5 percentage 
po ints , as wel l  as  revi sed spreads that have usua l ly added 
about a ful l  percentage point to previous one s . The se  
earning s might have added between US $ 7 0  mi l l ion and 
US $ 1 3 0  mi l l ion to pro f its of the largest nine u.s. bank s ,  
depending o n  the relevant margina l tax rates . They 
trans late into an increased return on loans to those 
seven countries of  about 2 5  percent in comparison with 
previous terms , quite independently of higher spreads 
being charged on new loans . 3 2  

I ronically , the absolute e f fect on total profits  i s  
relatively sma l l , as  is  the ef fect o n  the borrowers . The 
cost of the higher premium over LIBOR to Mexico is le s s  
than 1 percent of  foreign-exchange earning s , for example , 
s ince what i s  relevant to the country i s  the total interest 
rate and not the margin . But the i l l  wi l l  i s  consider­
able of  arbitrarily imposing increased costs of servic­
ing on an already burdensome debt . Such charges are 
not market determined because the lending is  involuntary ; 

' pressed by Mexico , Argentina , and Braz i l ,  the bank s in 
fact subsequently agreed to reduce their  spreads some­
what . The c ountries were j o ined in the ir protests by 
Paul Volcker , motivated by concerns of system stabi l ity 
rather than immediate prof its . 

At the same time , of course , the large money-market 
banks are themselves not pleased by the demands on them . 
Citibank , in particular , seems to have reacted against 
Volcker ' s  intervention , although all these bank s are being 
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forced to set as ide larger loan lo ss  reserves to sat i s fy 
bank examiners and a Congre s s  concerned with excess ive 
bank exposure . Large U . S .  bank s mu st also  cope with 
second-tier bank s who have much less  to gain from a con­
tinued l ending rela tionship with developing countries and 
do not want to renew outstanding loans , even at higher 
spreads . Michigan National Bank ha s even taken C i ticorp 
to court over the involuntary extens ion of a US $ 5  mi l l ion 
participation in a Petroleo s  Mexicano s  ( PEMEX ) loan . For 
new money , the money-market bank s can no longer count on 
tapping their  regional colleagues . 

On their s ide , a s  we have seen , the countries have 
fared badly . For a l l  of Keyne s ' s  oft-quoted dictum 
about the advantage o f  large rather than smal l debts in 
deal ing with creditors , the countries have been able to 
extract only mode st additional resources from f inanc ial 
markets and that at the expense of austerity programs . 
They have been forced to g ive priority to merchandise 
surpluses and in the dominance of a s ingle pol icy 
ob j ective have failed to des ign as yet more adequate and 
longer-term responses to their s ituation . 

The Fund has performed three essential functions in 
mak ing th i s  del icate arrangement work . For one thing , 
it has o f f set individual bank prudence that wou ld cal l 
for a reduced commitment and shorter maturity by impo sing 
proportional lending targets . Thi s  new conditiona l i ty 
imposed on the banks defeats the free- rider problem 
inherent in a pure market relationship . Each bank would 
hope the others would partic ipate ,  making it  better of f ;  
such behavior , because none would , would make them a l l  
worse off . For another th ing , the Fund has devised 
adj u stment programs that a s sure the lenders o f  developing­
country e f forts to meet their  obl igations and thereby 
avoid the moral hazard of countries simply borrowing more 
without an intention to repay . F inally , the IMF , in 
conj unction with the B I S , central banks , and industrial­
country governments , has made available pub l ic resources  
to satisfy immediate l iqu idity requirement s and to 
suppl ement the private market . 

Central authority has thu s been indi spensable to a 
continu ing bank-country rel ationship . The principal 
virtue of th i s  implicit tripartite debt regime has been 
its capac ity to blunt ser iou s repercu s s ions to the 
financ ial system o f  the debt shock s that have occurred . 
Strains have been evident . Countries have reacted 
against the disc ipl ine imposed by the Fund , and in the 
ca se of Vene zuel a ,  no agreement ha s yet been pos s ible . 
Banks have , in the case of B ra z il , found the Fund so 
preoccupied wi th the integrity of its own stabili zation 
package that their loans were in danger of being decl ared 
nonperforming . Until the program wa s approved , they 
could not l end Bra z i l  the money needed to cover the over­
due intere st payment s .  Sti l l ,  because both bank s and the 
countries need the Fund , thi s  case-by-case framework ha s 
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survived . 
As succes sful as  thi s ad hoc arrangement ha s been 

thus far in responding to c r i s i s , it ha s two seriou s 
defic iencies . For one , it has contributed to a continu ing 
short-term mental ity .  The bank s still  see their advantage 
in a minimum amount of additiona l lending or renegotiation 
they are prepared to undertake . They , and even the Fund , 
prefer to see the country on a short leash and cons tantly 
accountable . Although the arrangement may el iminate the 
moral ha z ard problem ,  it doe s  so at the risk of mis­
calculating the provocation to default . And , of course , 
it i s  prec isely that uncerta inty that reinforces the 
pre ference for deal ing not only with one country at a time , 
but a l s o  one year at a t ime . The structure is  thus 
potentia lly unstabl e .  

I n  the second place , current pol icies  fail  to 
addres s  the adequacy of  the long-term supply of capital . 
Qua s i  soc ia l izat ion of the international bank ing system 
by the Fund in an emergency i s  one th ing ; continuing 
imposition o f  broader systemic goal s  is  quite another . 
There i s  no reason to bel ieve that the private pro f it 
calculus wi l l  produce the right amount of  capital for the 
right developing countries in the future . One of the 
causes o f  the present c ri s i s  i s  prec i sely such market 
failure . 

Vo luntary lending wi l l  not recuperate quickly , 
according to al l present s igns and pa st h i storical 
reaction to external debt problems . Present u . s .  economic 
pol icy makes the pro spects even bleaker . A recent 
quarterly report of  the Bank for International Settlements 
called attention to the evolution of  a segmented financ ial 
market . " On the one hand , western banks have now vir­
tual ly stopped all voluntary l ending to the third world 
and Eastern Europe , because o f  concern about repayment . 
But bus iness  transact ions among the industrial nations 
appear to be picking up briskly as  American bank s 
accelerate their borrowing f rom other Western countries 
to f inance America ' s  payment s deficit . ,, 3 3  

Deal ing exc lu sively to avert the worst  is  not 
neces sarily equ ival ent to the good , let alone the best . 
The present pol icy context i s  fraught with dangers . 
Recovery may not continue at its present pac e ,  plac ing 
more demands upon a potent ial ly unstable bank-country 
relationship . Social costs in some of the develop ing 
countries may lead to fai lure to l ive up to stabi l i z ation 
targets . The continu ing pattern of  adj ustment via trade 
surpluses  may evoke even more pronounced tendenc ies 
toward protectionism, with s ignif icant consequences  for 
the structure of the trading system .  Reaction aga inst 
rapidly r i s ing imports from the NICs can spi l l over to 
imports from indu strial-country compet itors . The se 
pos s ibil ities , and with them slowed indu strial-country 
growth , are real . That rea l ity contributes to a pervas ive 
uncertainty , itsel f a constraint on recuperation of the 
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global economy i n  the 1 9 8 0 s . 

More Radical Alternatives 

In  the aftermath of  the Mex ican shock , when prospect s  
seemed much dimmer f o r  muddl ing through and the per i l s  
more immediate , a variety o f  more radical reforms were 
suggested . 3 � De spite differences  among them , many shared 
common character i stics . One wa s reduction of current 
debt service to deve loping countr ies in a dec i s ive 
fash ion , thereby al leviating the foreign-exchange con­
straint that forced sharp reduction in economic growth . 
Another was reduction o f  the tota l debt burden faced by 
the countrie s through a transfer of  resources  from 
creditor banks  and / or industrial countries , either in the 
form of writing down the debt or re schedul ing on favorable 
terms . A th ird wa s an enhanced role for a public presence 
in f inanc ial markets to monitor and inf luence lending and 
borrowing as  wel l  a s  country adj u s tment . 

The mos t  common means o f f ered for achieving the se 
ob j ectives wa s purcha se o f  bank developing-country loans 
by an exi sting , or new , international agency . Bank s 
would sell  their loans at a di scount in exchange for the 
securities of the agency , thus sub stituting a known but 
l imited loss  for their present uncertain exposure . The 
agency in turn would recontract the debt of the coun­
tries at longer maturities and lower prices , pa s s ing 
along the bank write-down and pos s ibly addit ional con­
cessions from spec ial governmental appropriations . The 
new arrangements wou ld thus improve the qual ity of bank 
portfol ios , sh ift the debt to an internationa l develop­
ment institution whose concerns would be broader , and 
distribute the costs of exce s s ive debt accumul ation more 
equ itably among bank s ,  industrial countries ( through 
forgone taxes on potential bank profits  and capital con­
tribut ions to the agency ) , and developing countries . 

Another approach , analogous to corporate reorgan i z a­
tion , would substitute for pre sent bank loans fixed 
shares in country export earning s , thus a virtual equity 
participation . Countries would pay only a ceil ing per­
centage of export receipt s for debt service ,  and creditor s 
would share in the benefits  of  recovery by larger 
ab solute repayments .  

These plans have been critic i z ed for the ir short­
comings . 3 5 Most salient has been the fa ilure expl icitly 
to provide for flows of new capital once pa st debts 
have been reorgan i z ed . Another is the vo lume of pub l ic 
re sources  required to fund purchase of  the bank loans , 
even if  capital i s  only fractiona l ly paid in . Although 
the agency would i s sue its own securitie s ,  as the World 
Bank does , and no actual expenditure would need to occur , 
an appropr iation for capital would be necessary and 
sub j ect  to the resi stance recently encountered in the 
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expan s ion o f  IMF quotas . A thi rd critic i sm i s  that 
their general ity encourages even sound debtor countrie s 
to relax their  adj u s tment efforts in favor of unneeded 
debt relief . 

These  observations ,  al though they have merit , 
exaggerate the deficiencies inherent in the plan s . The 
failure to a ssure new l ending in the needed amounts i s , 
after al l ,  one o f  the indictments of the present s itua­
tion . I n  thi s  respec t ,  the plans share the optimi sm of 
those who bel ieve that in the long term capital markets 
can be tru sted to provide the neces sary resources . It 
woul d  not be dif f icult to a s sure continuing involuntary 
l ending of  banks  s ince their  entire portfo l io would not 
be e l iminated , nor would the requirements be a s  great 
with reduc ed debt servic e . Interestingly enough , other 
propo s a l s  that do emphas i z e  guarantees to underwrite 
capital flows have fared no better . 3 6  

Nor i s  the i s sue impos s ible  leve l s  of pub l i c  
expenditure . H a d  an appropriation of the magnitude ex­
tended to the Fund been appl ied to purchas ing deb t ,  it 
could have made possibl e ,  with paid- in capital of 1 0  per­
cent , a transfer of almost  US$ 3 0 0 bill ion in loans , 
close  to the entirety of  bank exposure . 

F ina l l y ,  the potential excess  a l l eviation o f  the 
burden on developing countries by substituting debt 
rel ie f  for ad j u s tment is ea sily managed . Characteri stic 
of the se reforms i s  an expanded , rather than reduced , 
pub l ic presence in developing countries . Indeed , by 
redi stributing th e portfol io of debt ex post , it compen­
sates for the exce s s ive rel iance on private institutions 
to resolve a development problem . 

The real i s sue i s  not the technical adequacy o f  one 
proposal versu s another . Des igns can be perfected , and 
addit ional feature s added . Nor is it even the specific  
distribution of  costs  to be shared among banks , develop­
ing countrie s ,  and industria l i z ed countries . These wi l l  
determine the preference f o r  one or another approach and 
are a matter for negotiation . Indeed , we have al ready 
seen how the bank s have lowered their  spreads in response 
to pres sure s on them ; other concession s , l ike a cap on 
intere st payments that converts costs above a spec i f ied 
rate into automatic--and cheaper--reschedul ing , may al so 
emerge . 

But neither these changes , nor more far- reaching 
reforms that would involve l arger tran sfers of  resources , 
are encouraged by the present debt regime . Bank s are 
unwi l l ing to opt for modif ications even i f  both they , 
and the system,  could be made better off . To admit the 
need for change is to confirm the inadequacy of present 
arrangements and to r i sk testing them . Al l a long the 
bank s have been saying that the problem is minima l ,  even 
wh ile agreeing to re schedule some $ 1 0 0  b i l l ion in debt . 
To call  for help that did not come would be counter­
produc tive ; at best therefore , banks are reactive and 
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l imited to short-term pal l iatives  under their control . 
Developing countries  are not much better situated . 

The l eading debtors must proclaim their commitment to 
the present system and the unfail ing integrity of their 
obl igations i f they are to  have access to  the a s s i stanc e 
they need . For a l l  the talk o f  a " debtor ' s  OPEC , " 
incentives for individual compl iance are much stronger 
than group repudiation . D i f f ering individual c ircum­
stanc es and prospective lack of a united front make any 
other pol icy a ri sky one . Foreign mini sters may j o intly 
advocate genera l resolutions , but individual centra l 
bankers continue to pay periodic visits to New York to 
deal with the problem .  

In the l a s t  analys i s ,  lack of leadership b y  the 
indu stria l i z ed countries , and espec ially the United 
S tate s ,  rather than the inab i l ity to devise a better 
framework for deal ing with the debt problem ,  explains the 
present inaction . The Reagan admini s tration is  self­
c onfes sedly skeptical of  the multilateral Bretton Woods 
system and even of extens ive cooperation among the 
industria l i z ed countrie s .  In the el ection year of  1 9 8 4 , 
a s  the c r i s i s  atmo sphere of  1 9 8 2  receded , case-by-case 
emergency care rather than systemic ana ly s i s  gained in 
a l lure . Making the debt issue a narrow l iquidity problem 
conformed to such a mind- set . Absent a f inanc ial col lapse , 
the costs remain impl icit rather than budgetary : Tax­
payers pay through slower growth and increas ing a l i ena­
tion of the devel oping world rather than by appropria­
tions . 

I t  is  not a unique predicament . Keyne s ,  in the mid st 
of  the Great Depre s s ion , wrote a l e s s  c ited pas sage 
appropriate to pre sent circumstances : 

It  i s  a s  though two motor-drivers , meeting in 
the middle of a highway , were unable to pa s s  
one another becau se neither knows the rul e  o f  
the road . Their own muscles  a r e  n o  use : a 
motor eng ineer cannot help them: a better road 
would not serve . Noth ing i s  required and 
noth ing wil l  ava i l , except a little clear 
th inking . So , too , our problem is  not a human 
problem of  mu scles and endurance .  . • . On the 
contrary , it i s , in the strictest sense , an 
economic problem or , to expre ss  it better , a s  
suggesting a bl end of economic theory with the 
art of statesmansh ip , a problem of pol itical 
economy . I call  a ttent ion to the nature o f  the 
problem,  because it points us to the nature o f  
the remedy . I t  i s  appropriate t o  the c a s e  that 
the remedy should be found in something wh ich 
can fairly be cal l ed a device . Yet , there are 
many who are suspic iou s of devices , and in­
st inctively doubt their e f f icacy . . • •  But the 
lorries  of  these peopl e wi l l  never , I fear , 
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I t  required the Great Depres s ion of  the 1 9 3 0 s  for 
Keynes ian counsel f ina l ly to be adopted , and then 
imperfectly . B i l l ions of dollars of  potential output 
were irrevocably lost . The developing countries  are 
confronting no less an economic tragedy in the 1 9 8 0 s . 
So far it has not much inf luenc ed o f f i c ia l  perceptions 
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in the indu strial i z ed countrie s .  " Cl ear th ink ing" re­
mains sporadic and l imited to short-term crises l ike the 
respon se to the Mex ican s i tuation in August 1 9 8 2 ,  a by­
product of which wa s ea s ing of U . S .  monetary pol icy . 
Ideological insi stence upon the magic of the market 
domina tes pragmatic adaptation to its failures . The debt 
problem we confront is testimony to l imitations of market 
force s . An active participant in l ending concedes as 
much by a f f i rming , " wh i le the international debt situation 
i s  manageabl e ,  it  will not manage itsel f . " s s 

We have failed once . Three years ago , I wrote of 
the then looming c r i s i s : 

The principal danger i s  not the wholesale default  
by  developing countries and the pos s ibil ity that 
it may bring the world financ ial system crash ing 
down . The princ ipal danger is that availab l e  inter­
nationa l f inance wi l l  be inadequate to ma inta in a 
rea sonabl e  level of  wor ld economic growth in the 
1 9 8 0 s .  If the supply of fund s proves inadequate , 
it will  be the largest debtors--many of them 
Latin American countries--who wil l  be mo st in 
danger . They wil l  have to bear the brunt of the 
adj u stment burden themselves . • • • The developed 
count r i e s  may not rea c t  to s t rength e n  the system 
in time to avoid slowing of growth of their 
exports to the developing countrie s .  The burden 
will fal l primarily on the developin� countrie s .  
Interdependence i s  still  asymmetric . 9 

That prognos i s  unfortunately has proven accurate . 
The apparent l imited impact upon the U . S .  recovery , 

and that o f  other industria l i z ed countries now showing 
s ign s of more rapid growth , is the wrong l e s son to draw 
from thi s  experience . The r ight one i s  that there i s  
stil l t ime t o  a c t  t o  deal with the problem before the 
economic and pol itical consequences become irreversible . 
There i s  no shortage o f  practical proposal s ,  or " devices . "  
Even in the absence of U . S .  l eadership and larger 
re source s  for o f f ic ial lend ing or trans ferr ing some of 
the debt , the World Bank and the I nternational Monetary 
Fund can help break the impa sse  by extending the hor i z on 
of  develop ing-country adjustment and bank partic ipation 
beyond the current preoccupation with the immediate term . 
More flex ibility in the des ign of adj us tment programs , 
undertaken in clo ser co llaboration with the commercial 
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banks , and more pol itical sens itivity would make a sig­
nif icant d i f ference . 

The largest banks , in their own sel f- interest , could 
take more initia tive in propo s ing changes  in current 
l ending prac tice , such a s  accepting more of the r i sk of 
interest-rate variabil ity ,  making renegotiations more 
automatic in the event of  adverse external shock s , 
renegotiating larger sums for longer period s ,  and so 
forth . Continuing pa s s ivene s s  is  a formula for developing­
country di scontent and ongoing uncertainty in financ ial 
market s .  The bank s ' stake need not be left to others to 
defend . 

In  the last  analys i s ,  the debt probl em i s  a develop­
ment problem,  not one of l iquidity or  solvency or even of 
the vulnerabil ity Of the f inanc ial system . As such , it 
is not exclus ive to the performance of the developing 
countries alone , but has rami f ications , increa s ingly i f  
still  unequal ly ,  f o r  the developed a s  wel l . N o r  is the 
i s sue a technocratic one ,  devoid of pol itical content . 
Until th i s real i zation becomes more perva s ive , we sha l l  
cont inue t o  cope with the creeping crisis  of debt rather 
than conf ronting and reso lving it . 
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NOTES 

1 .  See Tab l e  5 . 1  and sources indicated there , as  
wel l  a s  O rganization for  Economic Cooperation and 
Development ( OECD ) , External Debt of Developing Countrie s : 
General Survey 1 9 8 2 , Paris ,  1 9 8 2 ,  for debt estimates at 
the end of 1 9 8 2 .  The US$ 8 0 0  bill ion estimate i s  f rom 
A .  W .  Clausen , president of the World Bank , as c ited in 
the New York T ime s , January 2 6 , 1 9 8 3 , p .  4 5 .  Such a 
total presumably incorporates a broader developing­
country definition than the other sources  c ited , in view 
of  their estimate of approximately U S $ 7 0 0  b i l l ion out­
standing to developing countries at the end of 1 9 8 2  and 
o f  a slowing f low of  additiona l pr ivate loans in 1 9 8 3 . 

2 .  Wall S treet Journa l , November 2 5 ,  1 9 8 3 , p .  1 .  
3 .  World Bank , World Development Report 1 9 8 2 ,  p .  2 1 . 
4 .  International Monetary Fund ( IMF ) , World 

Economic Outl ook , Washington , D . C . , 1 9 8 3 , p . � 
5 .  The s e  data cover the period 1 9 6 5- 1 9 8 1 . During 

that interval the comb ination of export opportunities  
and access  to  credit gives rea son to suppose that s impl e  
least squares captures a saving s function unconstrained 
by fore ign-exchange shortage . To avoid problems of 
appropriate deflators ,  the functions are estimated in 
ratio form:  

Sly  = a + b l l Yr + c lCA + c 2CA 
where S is gro s s  national saving s ,  Y is gro s s  nat ional 
prOduct ,  Yr i s  real gross  domestic product , and CA is 
the current account def ic it .  The coeffic ient I-a  i s  the 
estimated marginal propens ity to con sume out of gro s s  
national product ,  and c 1 and c 2 are the period- spec i f ic 
propensities  to consume out of the def icit  for 1 9 6 5- 1 9 7 8  
and 1 9 7 9- 1 9 8 1 . 

6 .  IMF , Wor ld Economic Outlook , p .  1 4 3 . 
7 .  IMF , External I ndebtedness of  Developing 

Countrie s ,  Occa s ional Paper no . 3 ,  Wa shington , D . C . , 
May 1 9 8 1 , p .  1 1 . 

8 .  See my " Causes and Consequences of the Latin 
American Depres s ion of 1 9 7 9 , " MS , October 1 9 8 3 , for a 
detailed discu s s ion o f  the impact of external and 
internal conditions upon the expansion of the debt of 
the reg ion and of princ ipal debtor countries . 

9 .  IMF , World Economic Outlook , tab l e  1 4 , 
pp . 1 8 3 -1 8 4 . 

1 0 .  World Bank , World Debt Table s ,  1 9 8 2- 8 3 , 
Wa shington , D . C . , 1 9 8 4 , p .  vi i .  

1 1 . Will iam R .  C l ine , International Debt and the 
S tabil ity of the World Economy , wa�hington , D . C . , 
September 1 9 8 3 , p .  7 1 .  

1 2 . Tha t i s ,  i t  takes a s  the appropriate constraint 
for developing-country repayment the capacity to generate 
foreign- exchange earning s rather than domestic saving . 
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For a n  example o f  the latter , see OECD , External 
I ndebtedness o f  Developing Countries , app . 3 .  

1 3 . Spec ifying the fol lowing equations : 

x = x egt 
t 0 

Mt = ( l+a ) Xt 
dD Mt - Xt + iDt . 

we can solve for debt , D , = a / ( g- i ) X ( egt - e1 t ) .  Then 
the l imiting debt-exporttratio , D ( t ) /� ( t ) = a / ( g- i ) . 

1 4 . Economic Commi § s ion for Latin America , Balance 
Prel iminar de la Economia Latinoamericana Durante 1 9 8 3 , 
Santiago , December 1 9 8 3 , p .  2 9 . 

1 5 .  World Bank estimates reported in the New York 
Time s ,  January 2 6 , 1 9 8 4 , p .  4 5 .  

-----1 6 . C l in e ,  International Deb t ,  pp . 4 6 - 7 1 . 
1 7 . S ee Arth icus R .  C l ine , " Developing Country Debt 

Under Al ternative Global Conditions : 1 9 8 3 - 8 6 , "  in 
International Debt : Systemic Risk and Pol icy Response s ,  
Wa shington , D . C . , 1 9 8 � , where he reports in table A-I 
very low unadj u sted R for his country estimating 
equations . The largest is for B ra z il : . 3 1 .  The 
regressions in the Appendix do con s i s tently better and 
are a better ba s i s  for a s s e s s ing the evolution of trade 
for developing countries taken together .  

1 8 . The analy s i s  o f  the e ffect o f  changes o f  the 
value of the dollar  on the pr ices of develop ing-country 
exports ha s to start from the demand and supply curves 
for industr ial i zed-country imports expre s sed in dol lars . 
A chang ing value sh ifts the non-U . S .  demand , because 
prices are dif ferent , and supply orig inally i s  expressed 
in non-U . S .  currency in s imilar fash ion . Only if  
devel oping-country supply is a l l  expre s sed in non-U . S .  
dollar  terms , and perfectly ela stic , wi ll appreciation 
and depreciation be fully re f lected in dollar prices . 
But a large proportion of  supply i s  contracted in dol lar 
terms and is not necessarily elastic in the short term .  

1 9 .  IMF , World Economic Outlook , app . A . 9 ,  
pp . 1 5 4 f f .  The commodi ty price index in question can be 
found in Inter-American Deve lopment Bank , Economic and 
Social Progre s s  in Latin Amer ica , Wa shington , D . C . , 1 9 8 3 . 
Petro leum wa s exc luded . 

2 0 . For determin ing the price 
country imports in the presence o f  
tion and general price increa se , I 
estimating equation : 

of  devel op ing-
both dol lar deprecia­
have used the 

OECDP = 4 . 9  + 1 . 1 8 DCP - . 7 9D1  + 1 . 0 3CP 
( 2 . 6 3 )  (� 4 1 )  ( . 1 2 )  ( . 0 9 )  

R2 = . 9 4 
D-W = 2 . 0 7 

where the constant i s  for 1 9 7 3 - 1 9 7 4  only , CP i s  inf lation 
in the industriali zed countries mea sured bY-the consumer 
price index , DCP is change in in fla tion , and DI is change 
in a dol lar  index aga inst other currenc ies in accord with 



the IMF weights . S tandard errors are in parenthese s . 
2 1 . C l ine found an elastic ity as  great as  seven 

based on the aggregation of country estimate s ,  and a 
value o f  f ive derived f rom the elastic ity estimates o f  
h i s  pro j ection mode l . See I nternational Debt and the 
Stab i l ity o f  the World Economy , p .  6 5 . The actual 
s imulations show a wider divergence because the sharp 
decl ine in the debt-export ratio reduces the relative 
importance of interest payments . 
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2 2 . One percent of  developing-country GDP i s  
approx imately equal , o n  average , t o  4 percent o f  exports . 
Using the 1 9 8 2  export-debt ratio and the current intere st 
rate yields the resul t  in the text . 

2 3 . See the Wharton World Economic Outlook , October 
1 9 8 3 , and the DRI re sul t s  for the Latin American princ ipal 
debtor s ,  both quoted in Thoma s O .  Enders and Richard P .  
Mattione , Latin America : The C r i s i s  o f  Debt and Growth , 
Brook ing s D i scussion Papers in I nternational Economic s , 
no . 9 ,  Washington , D . C . , December 1 9 8 3 . 

2 4 . Economic Commi s s ion for Latin America , Bal ance 
Prel iminar , table 1 1 . 

2 5 . IMF , World Economic Outlook , 1 9 8 3 , p .  2 0 . 
2 6 . Ibid . , p .  1 6 . . 
2 7 .  For a recent review o f  stab i l i z ation policie s , 

see R .  Dornbusch , " Stab i l i z ation Pol ic ies in Developing 
Countrie s :  What Have We Learned , "  and R .  C .  Porter and 
S .  1 .  Ranney , " An Ecl ectic Model o f  Recent LDC Macro­
economic pol icy Analyses , "  both in World Development , 
vo l .  1 0 ,  no . 9 ( Oxford) , 1 9 8 2 . 

2 8 . Manuel Guitian , in T .  K i l l ick , ed . ,  Adjustment 
and F inanc ing in the Develop ing World , p .  9 5 .  

2 9 . Richard N .  Cooper , Currency Devaluation in 
Deve loping Countries , E s says in International F inance , 
no . 8 6 ,  Princeton , N . J . , June 1 9 7 1 . 

3 0 . The Economi st , October 1 5 - 2 1 , 1 9 8 3 , p .  4 .  
3 1 . World F inancial Markets , June 1 9 8 3 ,  pp . 1 1 ,  1 2 . 
3 2 .  These  estimates start f rom the terms and sums 

re scheduled as reported in Latin American Weekly Report , 
May 2 0 , 1 9 8 3 ,  plu s subsequent news accounts . On average , 
spreads were 1 percent h igher than dur ing the period when 
the loans were initially contracted in the late 1 9 7 0 s ,  
allowing for intervening grace periods . Commi s s ions for 
reschedul ing ranged between 1 . 2 5 and 1 . 5  percent , of  
wh ich 1 percent was regarded as  pro f it ( taking into 
account the World Bank typical commi s sion payment o f  
. 2 5 percent) . 

Commi s s ions are pre sumed to be paid initial ly , even 
if not accounted in bank earnings in that fash ion , and 
to yield a return of 1 0  percent a year . The average 
annual value , spread over the l i f e  of the loan , is there­
fore greater than the s imple average ( approximately twice 
a s  large ) . 

To the before- tax annual earnings  obtained by 
summing incremental spreads and the average annual value 
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o f  commi s s ions , al ternative marginal tax rates are applied 
to arrive at after-tax pro f its . The se are then compared 
to the approximate share of  loans to these countries in 
total  bank assets  to assess  the increa sed returns on 
their holdings . 

Equivalently , one can approximate the result , 
excluding commi s s ions , by noting that the spread on 
rescheduled loans has doubled . S ince such rescheduled 
loans are about one- fourth o f  the tota l extended by bank s 
to these countries , the e ffect i s  about a 2 5  percent rise  
in a fter- tax earning s . 

The calcul ations are reported in the Wal l  S treet 
Journal , December 5 ,  1 9 8 3 . 

3 3 . New York T imes , January 2 6 ,  1 9 8 4 .  
3 4 . Among the authors of  variou s swap proposals  are 

Peter Kenen , F e l ix Rohatyn , and Richard Weinert . I my­
self  advanced a s imilar proposal much earl ier that the 
World Bank ab sorb some of the commercial bank portfo l io 
o f  deve loping-country loans in exchange for World Bank 
bonds . See Albert F i sh10w et a1 . ,  Rich and Poor Nations 
in the World Economy , New York , 1 9 7 8 , pp . 6 7 - 6 8 . The 
exchange of  debt for export partic ipation shares has 
been advocated by Norman A .  Bailey . Many of these plans 
are cited in C l ine , I nternational Debt and the Stabi l ity 
o f  the World Economy , pp . 1 1 4 - 1 1 5 . 

3 5 . The se criticisms and others are summari z ed in 
C l ine , I nternational Debt and the Stabil ity of  the World 
Economy , pp . 1 1 7 - 1 1 9 . 

3 6 .  Among those advocating such pol icies  are Harold 
Lever , Will iam Bol in ,  Jorge del Canto , and f inancier 
Minos Z omhanak i s . For deta iled re ferences  see ibid . , 
p .  1 1 7 . 

3 7 .  J .  M .  Keynes , E s says in Persuas ion , vol . 1 1 ,  
Collected Writing s of  J .  M .  Keyne s ,  London , 1 9 7 2 , 
pp . 3 3 5- 3 3 6 . 

3 8 . World F inanc ial Markets , June 1 9 8 3 ,  p .  1 5 . 
3 9 . The political Economy of  the Western Hermi sphere : 

Selected I s sues for U . S .  pol icy , Joint Economic Committee , 
9 7 th Congre s s ,  1 st Sess ion , September 1 8 , 1 9 8 1 ,  p .  1 6 3 . 
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Latin American Debt: Act Two 

Pedro-Pablo Kuczynski 

INTRODUCTION 

Al though events have not changed my earlier two 
a s s e s smen t s , l it i s  appropriate to cons ider whether 
fundamental changes have occurred in recent month s ,  as 
of the end of 1 9 8 3 . 

F irst , it i s  c lear that the economic recovery in the 
United states has not so far been accompanied by an 
equivalent recovery el sewhere in the industria l i zed world . 
As a resul t ,  the recovery in the growth of  world trade 
is  sti l l  s low , and the growth of  the industrial i z ed world 
is  sti l l  below what wa s envi saged by a number of  observers 
as  one o f  the key ingredients for maj or debtors to be able 
to meet the interest on their  external debts . 2 Further­
more , al though some commodity prices have rebounded from 
the depths o f  1 9 8 2 ,  others-- particularly mineral s--are 
sti ll  extremely depre s sed , so that the terms of trade of  
a number o f  developing countries are wel l  below the peak 
l evel s of two or three years ago . 

These two discouraging trends , which are related , 
may wel l change for the better . But a number o f  factors 
lead one to question whether such an improvement wou ld 
be a sustained one : the cont inu ing high level of real 
intere st rate s ;  the lag of investment , particularly as  a 
resul t o f  s ick heavy industries in North America and 
Europe ; and there fore the possibil ity that the world 
faces a long cyc l e  o f  slow economic growth , with the 
Latin American countries left with a large debt incurred 
in a pa st inflationary and high-growth era . 

The th ird important feature of  the last months  has 
been the extent o f  belt-tightening and austerity in a 
number of  countrie s .  Mex ico has been the most visibly 
succes s fu l , and its ef forts have been aided by the close 
l ink s of  Mex ican trade and services to the United States 
and have therefore benefited from the economic recovery 
there . The adj u stment ef fort in o ther countries has been 
very large also . In  part , of  cour se , it has been the 
unavoidable resul t of the lack of international loans and 
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the shortage o f  foreign currency . The current account 
deficit of Latin America ha s fallen f rom US$ 3 8  b i l l ion in 
1 9 8 1  to my e stimate of US$ 1 8  b i l l ion in 1 9 8 3 , l argely 
as  a resul t of the squ ee z e  in imports . At the same t ime 
income per person has dec l ined sharply , by as much as 1 0  
percent in the three-year period 1 9 8 1  through 1 9 8 3 . The 
s i z e  and suddennes s  of the ad justment g ive rise to 
questions about whether it  is sustainable for very long 
f rom a pol itical po int o f  view ,  particularly if it is 
con sidered that  the bulk of the adj u s tment probably fa l l s  
o n  urban lower- income groups . The fact that , g iven the 
lack of re sources ,  there is no al ternative to belt­
tightening doe s  not mean that it wi l l  nece ssarily be 
accepted or that the economic managers who are implement­
ing it wil l  be kept on . 

The additional factor to weigh in the outlook is  
that new capital flows are very diff icult  to mob il i z e . 
Al though the external f inanc ing needs of Latin America 
have for now shrunk sharply , the availabil ity of external 
f inance ha s fa l l en even more . I n  the analys is  that 
follows , I estimate that net commercial bank loans- -after 
repayment or ref inanc ing o f  amorti z ation to Latin American 
countries for 1 9 8 3 - -would be on the order of  US $ 8  b i l l ion , 
compared to about US $ 2 5  b i l l ion annua l ly in the period 
1 9 7 9 - 1 9 8 1 , an admittedly unsustainable  rate . But now it 
appears that the net new lending in 1 9 8 3  wil l  only be 
about US $ 6  bil l ion or  less  because di sbursements on 
ma j or loans accompanying restructurings , espec ially in the 
cases o f  Argentina and Bra z il , were delayed for several 
month s when those countries were unabl e  to meet variou s 
targets in the stab i l i zation programs agreed with the 
International Monetary Fund . I n  fact , periodic re­
negotiations of  programs and targets have in several 
cases cast doubt on their viab i l ity and implementation . 
Of  the larger countries , only Mex ico met the agreed 
program and lowered its pub l ic- sector def icit f rom 1 7  
percent o f  GNP in 1 9 8 2  to about 8 - 9  percent i n  1 9 8 3 , 
a g iant step accompanied by a 5 percent dec l ine in per 
capita income . Ma j or program renegotiation s have taken 
place in Argentina , Bra z il , Chi l e ,  and Peru , and further 
renegotiations may wel l  be necessary . 

No large- scale expans ion o f  net lending from 
official  sources  has yet taken place to off set the 
shortage of  fund s ,  a lthough there are beg inning s both at 
the multilateral agenc ies and at national export credit 
agenc ies , whi le private inve stment capital flows obviously 
remain at very low l evel s .  As a resul t ,  some countries 
have had to " f inanc e "  the gap by delaying payments , and 
l arge arrears of interest and trade payments have bu ilt  
up . 

Despite thi s  somewhat unsatisfactory picture , both 
lenders and borrowers have shown that  they can overcome 
maj o r  ob stac les  succ e s s fu l l y ,  in the sense of averting an 
international f inanc ial c r i s i s . " Muddl ing through " 
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appears to have worked , at  least so far . However , the 
potential pol itical and soc ial cost to debtor countries 
has been high . There has not been enough empha s i s  on 
th i s  cost ; much discu s s ion in the ma s s  media of  the in­
dustrial i zed countries ha s  focused on such questions a s  
whether the debt can be " pa id back " ( not the real i s sue 
for capita l - importing countries--the key i s sue be ing the 
payment of  interest )  or whether the international bank ing 
sy stem i s  severely endangered ( unl ikely , although some 
bank s face potential earnings probl ems ) . Although every­
one recogn i z e s  that ma j o r  adj u s tment is neces sary , 
focus ing on ways to ease the cost of  adj ustment in the 
debtor countries might help to create the cl imate in 
which mechanisms could be estab l i shed to prevent the 
eventual ities that lenders fear mo s t .  Among them would 
be a prolonged suspension o f  interest payments by a maj or 
debtor country , which would force lenders to place such 
loans on a nonaccruing basis  and would be particularly 
pa inful for the banks that have not so far made enough 
reserve provis ions for such loans , particularly in North 
America . 

A more central i z ed approach to the study of  such 
mechanisms should be contemplated , with a larger rol e  for 
the governments of l enders and borrowers rather than 
exclus ive rel iance on the present market arrangements .  
Among areas o f  priority are acceleration of disbur sements 
and new l ending from o f f icial  sources and ways to d iminish 
the intere st burden , g iven the fact that at present 
genera l interest l eve l s , inc luding the cost o f  re­
f inancings , Latin America is  spending close to 45 percent 
of its export income to meet interest payments . 

I t  i s  diff icult to j udge the l ikel ihood of a break­
down in the present sys tem in the case of  ma j or debtor 
countries . Even though it obvious ly should be avoided-­
it would be harmful to both borrowers and lenders-- and 
there are economic s igns that it could be avoided , it i s  
t o  a cons iderable  extent a matter of people and politic s .  
Pol itic s lags behind economic trends . S o  far , there ha s 
been l i ttle  pol itical backlash to economic problems in 
ma j o r  debtor countrie s .  But trends argue for an attitude 
of  readines s  rather than mere hope : sharp income 
dec l ine s ; rapid inflation and growing unemployment ; 
increasing malnutrition ; and last , but not least , a 
perceived loss  of sovereignty . I t  is  to be hoped that 
the so- cal led debt prob l em wil l  in time di sappear as 
other crises  have , but a more del iberate approach would 
be a useful way of  mak ing such a hope come true . 
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LATIN AMERICAN DEBT : ACT TWO* 

There i s  a dis tinct rumb l e .  I s  it the noise of  a n  
impending second c r i s i s  o f  Latin American and other 
developing-country debtors , or i s  it the start-up of world 
economic recovery , which wil l  gradua lly pu l l  away l enders 
and borrowers al ike from the edge o f  a f inanc ial aby s s ?  

I n  thi s  chapter , I wi l l  update what has happened 
since the fal l of  1 9 8 2 , when the f inanc ial world awoke 
to the pos s ible consequences  of the inability of Mexico 
to meet the principa l  repayments on its external public 
and private debt . I wi l l  then look at the present status 
o f  the ref inanc ings  and of  the debtor economies , and wha t  
the prospec t s  f o r  the future appear t o  be . 

The debt problem of  developing countries i s  largely 
a Latin American one . 3 The relative s i z e  of the debt of 
the region is much larger than in the case of other 
developing areas ; its compos ition- -two-thirds f rom 
commercial banks--g ives it short maturities and commercial 
interest rates ; and expo rt earning s with wh ich to service 
the debt are modest in relation to the burden of  debt 
service . These features mean that the grave economic 
problems that have been facing mo st Latin American coun­
tries in the last year or so are unl ike ly to spread , at 
least with the same force , to other developing a rea s . 
On the other hand , the reg ional concentration o f  the 
problem means that virtually al l countrie s  in Latin 
America and the Caribbean are viewed as  one by commerc ial 
bank l enders , an attitude that  ha s  drastical ly cut capital 
inflows to the region , regardless  of  country dif ferences , 
and thus makes the task of  recovery much more difficul t .  
The fact that the externa l debt ha s been bui l t  up over 
the last  decade , bu t espec ia l ly in the last four years , 
shows that the problem i s  not only a cycl ical one but a 
longer- term one . As in a natura l catastrophy , the f irst 
step i s  emergency action , fol l owed later by reconstruction 
and recovery . 

The h igh interest rates o f  1 9 8 1 - 8 2 ,  together with 
the unexpected depth and duration of the internationa l 
recess ion , wh ich led to a sharp deteriorat ion o f  the 
terms of trade of developing countries ,  were the crit ical 
factors that sparked the debt crisis  of 1 9 8 2- 8 3 . I n  the 
wake o f  Argentina and Mex ico , interna tional commercial 
bank l end ing ground to a ha l t ,  forc ing , a s  foreseen , the 
renegotia tion of  part of the external commerc ia l bank 
debt o f  Bra z i l , Ch i l e ,  and Vene zuel a ,  a s  wel l  a s  Ecuador , 
Peru , and Uruguay . 

* " Latin American Debt : Act Two " i s  the title of  my 
article in the Fall  1 9 8 3  i s sue of Foreign Affair s ,  as 
we l l  as  the title of thi s  chapter . 
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DIMENS IONS OF THE DEBT PROBLEM 

In 1 9 8 3  the interest payments on the external debt 
o f  the Latin American and Caribbean countries are expected 
to be close  to US$ 4 0  b i l l io n ,  a s  long a s  international 
short-term interest rates do not increase above their 
level at midyear .  This  number has to  be set aga inst 
pro j ected merchandise  exports of about US $ 9 6  b i l l ion , 
compared to US $ 1 1 0  b i l l ion in 1 9 8 1 .  Even with a s ig­
n i f icant immediate recovery of  export earn ings a s  a resul t 
o f  renewed economic growth in the industria l i z ed coun­
trie s ,  the interest burden would s ti l l  be very heavy , 
l ikely to continue into 1 9 8 4  and 1 9 8 5 ,  unl e s s  there i s  a 
ma j or o f f s etting inf low o f  capital . The problem for the 
ma j o r  Latin American debtor countries is therefore s imp l e  
and s tark : maj or outflows without comparable  inflows . 

Even though developing countrie s ,  regardl e s s  of their  
l eve l s  o f  , income , suffered heavily f rom the international 
consequences  of  the 1 9 8 1- 8 2  reces s ion ,  the debt a spect of 
the problem is basically conc entrated in Latin America . 
Other developing areas have ma j or balance-of-payment 
problems , o f  course . For example , much of  sub-Saharan 
Africa has been engul fed in a chronic balance-of-payments 
prob lem s ince the oil -price increases of  the early 1 9 7 0 s . 
Today some important oil-exporting countrie s ,  such a s  
I ndones ia and N igeria , a r e  caught in a f inancial and 
economic squee ze as a resul t of  the drop in oil  prices  
and the cuts in exportab l e  volumes . Others ,  such a s  
Korea , the Ph il ippine s ,  and Yugoslavia , have been hard 
hit  by the international rec e s s ion . However ,  the ma j or 
problem brought on by the international rec e s s ion and the 
high interest rates o f  1 9 8 1- 1 9 8 2  i s  concentrated in 
Latin America . Only the Phi l ippines , among the countries 
shown in Tab l e  6 . 1 ,  has l eve l s  o f  debt that are comparable  
to  those of the maj o r  Latin  American borrowers . 

The question i s  not only a stati s tical one . The 
fact that most internationa l banks have cut back very 
sharply on new loans to Latin America almost  regardless  
of  country dif ferences--other than operations that are  
tied to  re schedul ings and to  stab i l i z a tion programs 
supported by the International Monetary Fund--has tended 
to precipitate payment s prob lems . Even countries with 
low debt burdens , such a s  Colombia and Trinidad and Tobago , 
are not f inding it  easy to obtain new loans . Fortunately , 
these attitudes of  l enders ,  who have gone from optimism 
to pessimi sm ,  have not extended to the economies  of  Asia , 
so tha t at pre sent there is  l ittl e risk of  a genera l i z ed 
debt cris i s . 

The fact tha t  the debt prob l em i s  largely,  a l though 
not exc lu s ivel y ,  a Latin American one is illustrated by 
repeating two s imple  comparison s ,  which are i l lustrated 
in the tabl e :  
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• The ratio o f  the stock o f  outstanding debt to 
the flow of merchand ise  export earning s ,  which 
provide the foreign exchange to service the 
debt-- admittedly an oversimp l i f i ed mea sure of  
the weight o f  debt � - - i s  more than three to one 
in the case of Latin America compared to about 
one to one for the res t of  the developing world . 

• As a resul t ,  in 1 9 8 3  Latin American and 
Caribbean countrie s as a group will  need to 
devote , at pre sent interest rates ,  about 4 2  
percent of  their merchandise  export earn ing s to 
pay interest on the i r  external debt , compared 
to 12 percent on average for o ther developing 
countries . The ratio approache s  5 0  percent for 
the large debtors such as Argent ina , Bra z il , 
and Mex ico . I t  i s  a s  i f  a homeowner had to 
devote half  h i s  month ly income to interes t  
payments on h i s  home mortgage . The s e  numbers 
a ssume that world interest rate s do not rise 
for the second ha l f  o f  1 9 8 3 , and that  export 
earning s  are on target . Whi l e  the latter i s  
nevertheless  a good pos s ib i l ity i n  view of the 
improved competitiven e s s  of Latin American 
exports as a result  of the large deva luations 
o f  the last yea r ,  the outlook for interest  
rate s i s  uncerta in . Obviou s l y ,  repayment s of  
princ ipa l  are not counted in the s e  numbers . 
On the medium- and long-term debt , pr incipal 
repayments represent approx imately another 2 0  
percent o f  export earn ing s for Latin America 
a s  a whol e ,  a f ter the ref inanc ing s committed 
or under d i scu s s ion so far in 19 8 3 . 

TRENDS IN THE DEBT PROBLEM 

S ince Mex ico announced in Augus t  1 9 8 2  tha t  it wa s 
unabl e  to meet the repayment o f  princ ipal on the externa l 
debt of its  pub l ic and private sector s ,  a number of ma j or 
events and trends have unfolded . At the r i sk of over­
s impl if ication , these trends can be grouped into negative 
and positive , al though the interrelationships are quite 
compl ex . 

Perhaps the most strik ing on the negative s ide has 
been the virtual interruption o f  new commerc ial bank 
l ending to almo st a l l  Latin American countries .  Accord­
ing to the last  annual report of the Bank for I nter­
national Settlement s ,  th e net f l ow--a fter repayments-­
f rom commerc ial bank s to Latin Amer ica in the second 
half of 1 9 8 2  wa s only about US $ 5  bill ion , mo stly because  
o f  the  di sbursement of earl ier commitments to Bra z i l , 
compared to an annua l rate o f  about US $ 2 5  b i l l ion start­
ing in 1 9 7 9  and up to the f irst ha l f  of  1 9 8 2 . 5 Net fl ows 
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have fallen further i n  1 9 8 3 , and are l ikely to b e  much 
above US$ 8 bill ion , mostly as a result of net lending 
a s soc iated with debt re schedul ing . The music  has indeed 
s topped . Net f l ows , in the other devel oping countrie s ,  
mostly i n  Asia , have al so decl ined but a t  a slower pace . 

S ince commercial bank s provided more than two-th irds 
of th e capital inflow into Latin Amer ica , not j u s t  for 
the last three years but for the last decade , the 
interruption creates ma j or adjustment probl ems . The 
interruption of net new l ending adds to the inab i l i ty of 
Bra z il to meet its princ ipal repayments a f ter December 
1 9 8 2  and to the subsequent s imilar probl ems of  Vene zuela , 
Chile , Ecuado r ,  Peru , and Uruguay , in addition to the 
existing probl ems in Argentina and Mex ico . It is equally  
true that l ending was proceeding at an unsusta inab l e  
pac e ,  much fa ster than the growth o f  the capita l  o f  the 
lending bank s ,  and that large f iscal deficits  in mo st 
borrowing countries were a ma j or cause of  excess ive 
borrowing . 6 

A second and related development ha s been the cut­
back in trade financ ing . Lenders , particularly the 
smaller  bank s ,  have natural l y  enough reduced their l ines 
of credit for export and import f inancing and in some 
cases el iminated them al together . O f f i c ial  export 
agenc ies , which play a key rol e  in medium-term equipment 
f inanc ing , have a l so cut back . Al though c l ear statistics  
are no t ava ilabl e ,  the dearth of  new financ ing , comb ined 
with the drastic economic rec e s s ion in virtually a l l  
Latin American and Caribbean countrie s ,  ha s led t o  a 
sharp drop in the exports from the industria l i z ed coun­
tries to Latin America , and a l s o  in the exports between 
La tin American countries and between them and other 
developing countries . In  the case of Bra z il , for example , 
one-third of  exports in 1 9 8 1  went to the re st of Latin 
America and to other developing countries , primarily in 
Africa and the Middle Eas t ,  a l l  of  them depre s sed marke ts 
at present . 

Exports from the industria l i z ed countries to Latin 
Amer ica ,  wh ich accounted for one-third of  their exports 
to non-OPEC developing countries ,  fell by 2 1  percent in 
1 9 8 2  and were sti l l  fall ing in 1 9 8 3 . U . s .  exports in 
Latin America , wh ich were in 1 9 8 1  equiva lent to two­
thirds the value o f  U . S .  exports to western Europe and 
double those to Japan , a l so fell  by the same proportion 
in 1 9 8 2 . Thi s  fal l in export sal e s  from US$ 4 2  bill ion in 
1 9 8 1  to US$ 3 4  bill ion in 1 9 8 2  had a co st of between 
1 0 0 , 0 0 0  and 1 3 0 , 0 0 0  direct j ob s  lost in the United S tate s ,  
and i s  continuing i n  1 9 8 3 . 7 Even though Latin America 
ab sorbs only about 7 percent of  the exports of  the in­
du stria l i z ed countries , the sharpne s s  of the drop in 
exports , which a f f ects in particular already depressed 
industries such a s  equipment and machinery , is  un­
doubtedly a drag on world economic recovery . For some 
European countries , the f a l l  in sa les to developing 
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countries could ,  i n  1 9 8 3 , make the difference between a 
mild economic recovery and no growth at a l l . 

A third related point i s  the extent o f  the economic 
depres s ion in Latin America . For a time in 1 9 8 1 , some 
economies , particularly Mex ico , shielded themselves f rom 
the world rece s sion by mas s ive external borrowing to 
f inance publ ic investment and consumption . As the lend­
ing s topped and long-delayed adjustment mea sures ,  such a s  
devaluation and pub l ic spending cuts , had t o  be taken , 
the rec e s s ion hit  with double  forc e .  Deva luations had 
to be much larger than if they had been taken in time , 
g iving a tremendous impetus to inflation , which i s  running 
wel l  above 1 0 0  percent annua lly in the three largest 
economie s  o f  Latin America . For exampl e ,  Mex ico ha s had 
a devaluation of about 4 0 0  percent ( in terms of  pesos 
per dol l a r )  in the last e ighteen months . Comparable  
devaluations have taken place  over the same period in  
Argentina , Chil e ,  Bra z il , and  Vene zuela . 

The ef fect on the industrial private sector , which 
in all these cases had been encouraged by the policies  
of  the authorities to  borrow abroad ,  ha s been devastating : 
Domestic sales in some cases have fal l en by 3 0  to 4 0  per­
cent in real terms as income s  have lagged behind inflation . 
Thi s  ha s sharply cut the abi l i ty o f  enterprises  to gener­
ate cash f l ow ,  whi l e  the amount needed in local currency 
to service external debt ha s increa sed three or four 
times in the last  yea r .  I t  i s  not a n  exaggeration t o  say 
that a ma j or portion of pr ivate large- scal e  industry in 
Latin America- -not to mention chron ically s ick state 
enterprises-- i s  today in ef fect bankrupt . The worldwide 
intensif ication o f  trade barriers , a direct result of  the 
internationa l rece s s ion , aggravates the probl em .  

The pol icy o f  stimulating economie s  through publ ic 
spending reached its  peak in 1 9 8 2 ,  when the publ ic- sector 
def ic it s  of  several countr ies reached records . In 
Argentina , Bra z il , and Mex ico , the publ ic- sector def ic it s  
a s  a proportion of  the Gros s National Product peaked at  
1 4 , 1 2 ,  and  almost 1 7  percent re spectively . Def icits 
of  thi s  magnitude , l eading to large subsequent exchange­
rate devaluation s ,  have pul l ed up annual rates of  in­
flation so far in 1 9 8 3  to perhaps 3 0 0  percent in 
Argentina , about 1 3 0  percent in Bra z i l , and over 1 0 0  
percent ( a l though decl in ing ) in Mex ico . Such strato­
spheric numbers eventua l ly lead to ma j o r  soc ial and 
pol itical stra ins . I nevitably , the proce s s  of strengthen­
ing pub l ic f inances  create s for a whi l e  even more in­
fl ation and d i scontent , as pub l ic enterprise  prices and 
taxes a re ra i sed . 

No one can deny the urgent need for ma j or f inanc ial 
surgery , particularly on exchange rates and public  
f inances . However ,  the suddennes s  and  s i z e  of  the 
mea sures requ ired , together with the fact that they have 
not been backed up by a s ignif icant external capital in­
flow to help the adj ustment , are creating a potential ly 
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explos ive mixture of  fail ing incomes , r 1 s 1ng unempl oyment , 
and galloping inflation . For example , for Latin America 
as a whole 1 9 8 3  wi l l  be the th ird succes s ive year of  
declining real income per person . I estimate that over 
the period 1 9 8 1 - 1 9 8 3  real income per head wi l l  have fal l en 
by about 1 0  percen t ,  and by larger percentages in the 
l ower middle- income groups , such as government workers and 
nonunion i z ed service workers . Unemployment ra te s , wh ich 
are admittedly very dif f icul t to mea sure in Latin America , 
are probab ly hovering close to 2 0  percent in ma j or in­
du strial centers such as Buenos Aires , Mex ico C ity , Sao 
Paulo , and Santiago de Chil e ,  without count ing the in­
direct unemployment o f  peopl e work ing part time or sell ing 
lottery t ickets and knickknacks on s treet corners . s  With 
the gradua l weakening of  the sys tem o f  extended famil i e s  
helping their kin , and without any unemployment insurance ,  
such numbers are not sus tainab l e  for very long . 

Why ha s there been no social explos ion so far?  There 
i s  no ea sy general answer . I n  the case of  Mex ico , for 
examp l e ,  the rapid income growth until  1 9 8 1  has provided 
some cush ion , as has temporary or permanent migration to 
the United States . A wel l - d i s c ipl ined pol itical organi­
zat ion and tradition , with close contro l  over the ma jor 
trade union s , ha s enabled the government to  keep wage 
ad j u s tments behind price increa s e s ,  a key el ement in the 
f ight aga inst inflation . I n  other cases , the lack o f  
apparent reaction may come f rom the suddennes s  of the 
change , wh ich ha s left  popula tions s tunned , so to speak . 
Another el ement ha s been the inc rea s ing discu s s ion o f  
economic i s sues in the pres s  which , a s  a resul t of  grow­
ing l iteracy in urban area s ,  ha s created an awarene s s  of 
the magnitUde of the economic prob lems being faced . The 
new Peruvian f inance minister ,  for exampl e ,  got an un­
expectedly sympathetic pub l ic respon se  earl ier in 1 9 8 3  
to h i s  prog ram to cut public spending t o  the bone . I n  
general , however , i f  th ere i s  no bread o n  the tabl e ,  
the s e  posit ive developments can over time b e  off set by 
great social s tra ins . The comb ination of inflation , un­
employment ,  and decl ining real income s provides a breed­
ing ground for such ten s ion s . Explos ions are usually 
not announc ed . 

On the positive s ide o f  the l edger , the mo st 
important devel opment in the last year ha s been the un­
quest ioned desire o f  most governments to put their 
f inanc ial house  in order . Bra z il  took that dec i s ion a s  
early a s  December 1 9 8 0 ,  but i t  takes time and a ho spitab l e  
international environment t o  succeed . All the govern­
ments of the ma j or economie s  of the region have taken 
signif icant and , in some case s ,  dra stic economic steps 
in the last s ix to nine month s .  Undoubtedly , the 
interruption o f  s ignif icant new lending by commercial 
bank s ha s been the ma j or stimu lus for such mea sure s .  But 
that interruption i s  al so the bigges t  que stion mark on 
whether the stab i l i zation programs can succeed in a 
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reasonable period o f  t ime . We wil l  look at  that crucial 
question later . 

The other pos itive but a l so qua l if ied development i s  
the decl ine i n  world interest  rates since mid- 1 9 8 2 . The 
London interbank rate for s ix-month depo s it s , which ha s 
been the ba se rate for mos t  international bank loans , ha s 
fallen from a peak of 1 6  percent in June 1 9 8 2  to about 
1 0  percent in the last  quarter o f  1 9 8 2 ,  the l evel wh ich 
it had in July 1 9 8 3 , at the time of  writing . Two point s 
qua l ify th i s  progre s s : the s igni f icant increa se in bank 
charges above thi s  base rate , and the uncertainty surround­
ing future interest rates . 

The increase in bank charges  is  particularly impor­
tant in the case of  Mex ico , which was paying very low 
marg ins over the interbank rate . On the ba s i s  of the new 
charges , Mex ico i s  paying about 1 3  percent a s  o f  mid- 1 9 8 3  
o n  i t s  ref inanced debt ( a  total o f  about US$ 4 0  b i l l ion 
out of  US$ 6 0  b i l l ion in variable  rate debt ) . This l evel 
resul t s  f rom three changes : The ba se rate is  now ( at the 
opt ion o f  the lenders ) the prime u.s. l ending rate , 
which i s  generally higher than the interbank rate ( wh ich 
is a deposit  rate ) ; the spread above that base rate ha s 
been substantially raised;  and variou s  addit ional fees 
have been attached to the ref inancings and the new loans 
a s soc iated with them . S imilar charg e s  are included in 
the refinancings negotiated for Argentina , Bra z il , Chi l e , 
Ecuador ,  Peru ,  and Uruguay . 

Most of the se countrie s were al ready paying h ighe r 
costs than Mex ico , so that the e f fect on them o f  the 
changes is  sma l l er . Furthermore , there are rea sons for 
the changes ;  management fees for new loans a re normal 
( al though the new charges are on the h igh s ide ) , and the 
shift  to a U . S .  prime rate base option was important in 
order to convince sma l l e r  regional bank s in the United 
States to rema in in the l oans .  On the other hand , the 
a rgument that h igher charges are justified because  debtors 
had become riskier is  more debatable .  For one th ing , 
the risk becomes d i f f icu l t  to mea sure when a debtor can­
not service his deb t ;  no premium can compensate tha t  risk . 
I n  fac t ,  in the case of ma j or U . S .  and Canadian corpora­
tions which have undergone debt restructurings in recent 
years , the interest ra te cha rged by bank s during the 
reorgani zation period has of ten been below market rate s . 
The se corporations have been repre sented by f inanc ial 
advisers independent of the bank s :  So far most ma j or 
Latin Amer ican debtors have not wanted to antagon i z e  
l enders b y  hiring independent f inanc ia l advisers , a l though 
the history of  the ref inanc ing s so far shows that there 
might have been merit in an outs ide opinion on rea l i stic 
debt- servicing pos s ib i l ities . 

The other uncerta inty concerns the trend of U . S .  
short- term interest rate s ,  which are the preponderant 
influence on rates in the E urocurrency market . Already 
in the second quarter o f  1 9 8 2 ,  the interbank Eurodo l lar 
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rate was up b y  about 1 percent , adding o n  a n  annual bas i s  
US $ 2 . 2  bi l l ion t o  Latin American interes t  payments 
abroad . If short-term u . s .  rates were to go up another 
point or so in the second hal f , a s  some economi sts  predict , 
because  o f  the ef fects of  the u . s .  budget def icit , the 
total increase in debt- s ervi cing cost for Latin America 
s ince the spring o f  1 9 8 3  would have been close to US $ 5  
b i l l ion on an annual bas i s , a very s igni ficant sum at a 
t ime o f  sharply reduced capital inf lows . 

A third -positive deve lopment , wh ich f lows from the 
decl ine in imports and in intere st payments , is the sharp 
reduction in the current account deficit o f  the region , 
namely the requirement for external f inance that remains 
after current inf lows , princ ipally exports of  goods and 
service s ,  have been used to pay for current outflows , 
mainly imports and interest . The very nature of  develop­
ing economies , which need to import capital in order to 
supplement their inadequate domestic savings , means that 
they have a current account deficit and thus a need to 
borrow abroad and attract investment capital . However , 
Latin America and the Caribbean , largely as  a result of 
the drop in incomes and the sharp decl ine in imports of 
the last  year , has greatly reduced its  need for external 
finance . The current account def icit  o f  the region has 
fallen f rom US $ 3 8  b i l l ion in 1 9 8 1  to US $ 3 3  bi l l ion in 
1 9 8 2 , and i s  expected to fall to about US $ 1 8  to 2 0  
b i l l ion i n  1 9 8 3 , a s  long a s  international interest rates 
remain at midyear leve l s . If interest rates were to rise  
again , the  f inanc ing gap wou ld begin to  rise  again . A 
return to the interest rates preva i l ing in mid- 1 9 8 2 ,  for 
example- - even though it i s  h ighly improbable--would 
entirely wipe out the improvement in the current account 
deficit  of  the last year . 

The uncertainties  about how Latin American and 
Caribbean countries will  f inance themselves over the 
next couple of years are undoubtedly a crucial concern of  
both lenders and debtors . Even though the f inancing gap 
has been sharply cut ,  the avai l abil ity of  externa l re­
source s  has decl ined even more . The future trend o f  
commercial bank l ending i s  uncertain and a part of the 
new loans that have accompanied recent reschedul ings of 
commerc ial bank debt is being used to f inance the higher 
charges above the base interes t  rate . Foreign direct 
investment , wh ich until  recently covered about one- f i fth 
to one-quarter of  the current account deficit , ha s 
s lumped in the wake o f  the rece s s ion both in the 
industria l i zed countries and now in Latin America . The 
return of  f l ight capital that left a number of ma j or 
Latin American economies  in recent years could be 
important , but wi l l  take time . Fina l ly , a s  we wi l l  
di scuss later , the multilateral development institutions 
-- such a s  the World Bank and the I nterAmerican Deve lop­
ment Bank-- face resource constraint s . I dentifying sources 
o f  net capital inf lows- - inc luding about US $ 8  b i l l ion of  
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commerc ial bank lending , approximately US $ 2  b i l l ion o f  
net di sbursement from the Multi lateral Development Bank , 
and an equivalent amount of supplier credits previou sly 
negot iated-- 1eaves a s igni f icant financing gap , larger 
than what can be covered from private investment . Thus , 
even though the overal l  f inanc ing gap has decl ined , the 
problem of covering it ha s become far more acute . 

I s  it  reasonable to expect countries to work their 
way out of  the ir pre sent economic and f inancial predica­
ment ? I n  recent months variou s pro j ections 9 have been 
constructed to show how and whether ma j or debtors can 
work their  way out of their pre sent problems . Most of 
the se pro j ections show that i f  the industria l i z ed 
economie s  grow at a reasonable rate ( say 3 percent per 
year ) , if intere st rates do not increase beyond mid- 1 9 8 3  
l evel s  (T o  percent for the s ix-month Eurodollar inter­
bank rate ) , and , most especia l ly , if  a modicum o f  capital 
inf lows can continue , then most of�he ma j or debtors 
could resume economic growth and service the ir external 
debt more or less  comfortably by about 1 9 8 6 . But there 
are many uncerta inties . Most pro j ections highl ight the 
very l imited room to maneuver in the next two or three 
years . 

The rel ationship between lenders and debtors has 
created an unu sual degree of  interdependence . Thi s is 
particularly the case with commercial banks , wh ich have 
provided the bulk of external capital to Latin America in 
the last decade . The relationship is a l ittle l ike that 
of two people on a see- saw :  I f  one j umps o f f  suddenly , 
both are l ikely to get hurt . Very large losses  cou ld 
af fect ma j or international commercial bank s i f  countries 
are unable  to work their way out of  trouble . The problem 
do e s  not only concern u . s .  bank s , but a l s o  bank s in 
Europe , Canada , and Japan as wel l  as part of the debt to 
suppl iers . However , given the large share of the Latin 
American debts he ld by U . S .  bank s ( about 45 percent of  
the debt to commerc ial bank s ) ,  it i s  l ikely that leader­
ship on the i s sue will  have to come from the U . S .  s ide . 
S i z able reductions in net income could a f fect some large 
banks i f  s ignif icant loan loss reserves had to be set 
as ide for maj or Latin American debts , in the event that 
interest payments lagged substantially behind schedule . 
Bank s  have al ready set up such re serves for some of the 
debts owed by the Latin American private sector . 

For problems to be worked out ,  there is  a clear need 
to change the perception of  hopelessnes s  that permeates 
the international cl imate at present , particularly as 
seen by debtor countries . This pe s s imi sm cou ld encourage 
some debtors to leave the hard road of f inanc ial 
di scipl ine and adjustment and be tempted by apparently 
easier solutions such as a " cartel " of  debtors .  Export 
more ? Import quota s on yarn , orange j uice , spec ialty 
steel s ,  wh ich are j ust three recent examples , are con­
veying the wrong me ssage . More o f f icial fund s ?  The 
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quota increa se for the IMF i s  having a n  uph i l l  battle in 
the u . s .  Congre s s . Economic recovery in the industrial­
i z ed world? High and ris ing real interest rates cou ld 
slow down the recovery . As  l enders and borrowers look 
for solutions , they f ind c losed doors and blocked paths . 

Another important need i s  to maintain an atmosphere 
of  calm .  Each new confrontation c reate s an air of  crisis  
that make s  it d i f f icult  to  maintain a flow of  lending 
f rom banks l e s s  invo lved internationally . Sma l l er and 
so-cal led regional banks , which account for about 15 per­
cent of  the international commercial bank debt outstand­
ing of Latin America , undoubtedly want to get out of  
these loans , a trend that would put great pre s sure on the 
larger bank s to increa se their expo sure even more than 
planned . So far a con f rontation has been avoided , but 
any rumors of  an impending c r i s i s  in a particular country 
obviously make the task more d i f f icult . 

The sens itivity of  individual countries ' problems i s  
illu strated by the case o f  Bra z i l , which faces a fairly 
drastic adjustment program with the IMF . As o f  thi s 
writing , it  appears that the IMF ha s restored the abi l i ty 
of  Bra z i l  to draw under the facil ity agreed earl ier in 
the yea r ,  after Bra z i l  implemented a new , tough set of  
anti-inflationary mea sure s ma inly to keep wage ad just­
ments below inflation . Thi s  has avoided , for the time 
be ing , a ma j or problem for Bra z i l ' s  lenders , who se dis­
bursements on a US $ 4 . 4  bi l l ion loan are tied to di sburse­
ments on the IMF fac i l ity . However ,  the dearth of 
additiona l capital inflows continues to make it d i f fi cu l t  
f o r  Braz i l  t o  service interest on time . As problems are 
aired publ icly , inc luding the initial we l l-publici zed 
requ irement by the Bank for I nternational Settlements 
that Bra z i l  had to repay an earlier emergency loan on 
t ime , the task of  avoiding confrontations and pos s ible 
crises  becomes more diff icult . 

STIPULATIONS FOR DEBTORS AND LENDERS 

unti l  now , market mechani sms have handled the 
probl ems of debtor countries as  they arose . But it  i s  
not cl ear whether such mechani sms can continue t o  be 
effective by themselves , without leadership by the govern­
ments of the ma j or indu stria l i z ed countries . For the 
l ending banks , a serious dilemma arises : On the one 
hand , it  is qu ite c lear that they cannot cont inue lending 
at anything l ike the breakneck pace of 1 9 7 9 - 1 9 8 1 ;  on the 
other hand , i f  net lending doe s not expand moderately and 
lending doe s  not continu e ,  it wi l l  be very d i f f icult for 
l enders to collect interest on pa st loans . For debtor 
governments , most of which c l early recogn i z e  the need for 
tough belt-tightening mea sure s , the problem is that 
aus terity may be too costly in soc ial and pol itical terms 
and that a gradual approach may not be feasible because 
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Rather than di scu s s ing whether we are o r  are not in 
a cris i s , or whether it i s  an i s sue of  insolvency ( that 
the borrowers can " never"  pay ) or i l l iquidity ( that 
they cannot pay now) , which are questions o f  degree and 
definition , it i s  more useful to outl ine the preconditions 
for both the debtors and the lenders to work their  way 
out of the probl em . 

F irst , it i s  u seful to distingui sh between the 
immediate future and the longer term . The coming year i s  
probably the critical one , s ince export income o f  the 
debtors wi l l  sti l l  lag for a time until  an international 
recovery i s  in ful l  swing , whi l e  large interest payments 
wi l l  continue at a time o f  very l imited capital inflows . 
Thi s  i s  not to say that there i s  not a longer-term 
probl em ,  as  the ref inanc ings being arranged now start 
becoming due in three or four years . Moreover , there are 
hi storic reasons , summari z ed later , which suggest that 
the pattern of  development of  Latin America cannot ea s i ly 
be changed . Neverthe les s ,  f rom the practical point of  
view o f  deal ing with the most urgent problems f irst , it 
is important to analyze po s s ible action in terms of what 
i s  pol itically feasible now , not a year or two from now . 
Anyone fami l iar with the mood of parliaments in ma j or 
indu strial i z ed countries , especially the U . S .  Congre s s , 
ha s to recogn i z e  that there i s  no room for quick big­
scheme solutions where taxpayers would directly or in­
directly have to put up substantial new funds . 

Second , no single party can carry the whole load of  
adj u s tment . Any arrangements must involve some ef fort on 
the part of both the lenders and the borrowers . Thi s  ha s 
been the case so far , although the degree of e f fort by 
each s ide--name1y continuing some pos itive net flow of 
lending by the bank s , and financ ial discipl ine and 
austerity on the part of the debtor s-- i s  viewed 
suspiciously by the other . I t  i s  doubtful i f  serious 
problems can be avoided in the future without some inter­
vention by the governments o f  the main lenders to help 
stimulate a larger capital inf low .  

Third , any way out thus  has to emphas i z e  the 
restoration of  capital inflows . To be sure , these  flows 
cannot over time rely only on commercial  bank funds . A 
better balance than in the last decade has to be found 
between inve stment capital and loans . Obviou sly direct 
and portfolio investment wil l take some time to revive . 

F ina l ly , it i s  es sential to remove the obstac les  to 
the reviva l of export growth . The extent to which the 
growth of protection i sm in recent years has af fected 
Latin American economie s  i s  not c l ea r .  Countries in 
South and East Asia have been affected a s  much , if  not 
more . But it i s  c lear that spec ial interests  in North 
America , Europe , and Japan , for what are locally very 
understandable reasons , bu t which af fect only a relatively 
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sma l l  percentage o f  labor forces and o f  commerce , are 
gaining s trength a s  the ef fect o f  the recession gets 
translated , after a lag , into political processes . 
Governments are applying remedies that may no longer be 
needed by the t ime they are implemented but which could 
have proportionately sign i f icant effects in the abi lity 
of debtors to sell  abroad and earn fore ign exchange . 

I n  looking at the immediate future , the most  urgent 
mea sures are to keep up an inflow of capital , to reduce 
the burden of  interest payment s ,  and to stop the rise  of 
protectionism . The role of  the governments in the ma j or 
industrial i z ed countries i s  cruc ial in a l l  three actions , 
al though the extent to which governments are pol itically 
able to commit themselves , hopefully in a concerted 
approach , is quite l imited . 

PROPOSED SOLUTI ONS 

The abi l i ty of the international financ ial f i re 
brigade , the I nternationa l Monetary Fund , to function i s  
cruc ial . I t  i s  e s sential to put in place a s  soon a s  
po s s ib l e  the increase in the resources  ( paid- in quotas o f  
countrie s )  of the IMF . Several po ints should be made . 
F irst , availabl e IMF resources  are nearly depleted . I f  
any large industria l i z ed country were t o  need spec ial 
a s s i stance from the Fund now ,  a distinct pos s ib i l ity , 
the resources of  the Fund woul d  be exhausted . Second , 
even the quota increase contemplated , o f  about 5 0  percent , 
s imply catches up with pa st world inf lation and would not 
contribute s igni f icant new real re sources . Third , the 
Fund i s  not a s  some po l itic ians appear to think a give­
away to developing countries . It is a currency pool , 
which makes  foreign exchange available to al l member 
countrie s--the United S tates has been a borrower in the 
past--under rather strict condition s ,  in order to 
rep len i sh the foreign-exchange reserves of countries 
facing balance-of -payment s problems . I t  i s  not a pro­
vider of  long- term capital . F ina lly ,  since the quota 
increa se wil l  probably take at least until  mid- l 9 8 4  to 
be put into place , there is sti l l  a need for a temporary 
spec ial fac i l ity , f inanced by the ex isting General 
Agreement to Borrow or some other form o f  cooperation 
among capital surplus countries . l O  

I f  the quota increa se of  the IMF cannot be approved 
as  proposed , even if the approval takes many months , such 
a negative would be a c lear s ignal , both to debtors and 
to l enders , that the ma j or countries  of the world do not 
cons ider the present problems important enough . Some 
debtors would be tempted to defaul t ,  and l enders would 
then wind up knock ing at the doors of  their central bank s  
f o r  what cou ld then amount t o  a costly bail-out . I t  is  
unfo rtunate that the increa se  in the resources of the IMF , 
wh ich wa s needed anyway , ha s coinc ided in t ime with a 



political debate , especial ly in the United States , on 
whether the debt problem should be laid at the door of 
the l enders or the debtors , both of  wh ich are seen a s  
v i l l ains . 
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A second avenue that should b e  explored quickly i s  
how t o  stimulate more lending by the World Bank and the 
InterAmerican Development Bank . Unfortunately , the net 
resource tran s fer--disbursements l e s s  payments of 
princ ipal and intere st--of the World Bank to Latin 
America in the f i scal  year ended in June was only about 
US$ 5 0 0  mil l ion , a relatively modest sum, and has s tayed 
at approximately that level s ince 1 9 8 0 .  Even though 
disbursements rose in f i scal  1 9 8 3  to US$ 2 . 3  mil l ion , 
because o f  a larger proportion of sector support loans , 
amorti zation and interest absorbed the whol e  of  the in­
crease . The InterAmerican Development Bank , which has  a 
lower cost mix o f  funds because o f  the conces s ional Fund 
for Spec ial Operations supported mainly by the United 
S tate s ,  has been abl e  to raise the net transfer moderately 
from about US$ 6 0 0  mil l ion to US $ 8 0 0  mi l l ion over the same 
period . In' order to inc rease World Bank l ending , which 
i s  tied to pro j ects , many of which have e ither been 
suspended or been sharply slowed down in the last two 
years , there i s  a need for greater resources and for more 
f l exible lending pol icies . The United S tates ha s basi­
cally opposed such pol icies , which would emphas i z e  sector­
support or " structural adj us tment" l oans , although it has 
recently toned down its oppo sition somewhat . 

The entry of  Ch ina into the Bank , and the uncertainty 
of future contributions o f  industria l i z ed countries ,  
particularly the United State s ,  to its conc e s s ional 
window--the I nternational Development As soc iation--has 
drawn Bank funds away f rom pos s ible loans to Latin 
American borrowers . Latin American countries are thus 
g iving spec ial support to the InterAmerican Development 
Bank . With its  recently approved increa se  in capital , 
the regional bank can now signif icantly expand its 
activities , although some redirection of  lending pol icies  
may be needed for  the di f f icul t two or three years ahead . 

In  both the case o f  the World Bank and the I nter­
American Development Bank , a qu ick- fix solution to future 
funding ha s been promoted by those who recommend a 
doubl ing o f  the so-called gearing ratio , which i s  the 
ratio o f  capital contributions by the ma j or c redit­
worthy members o f  the institution ( basically the OECD 
countries ) to the outstanding borrowing s .  The solution 
envi saged i s  thus s imply to borrow more without providing 
more guarantee capita l . Thi s  i s  not a worthwhile  course . 
The fact that depo s it- tak ing commercial banks have a 
ratio o f  paid- in capital to as sets in the United States 
o f  about 5 to 6 percent i s  not rel evant to a long-term 
development inst itution that ha s to borrow the bulk o f  
its resources in the capital markets . Bondholder s ,  who 
rightly view the obl igations of  both institutions ( and 
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the Asian Development Bank a s  wel l )  a s  guaranteed by the 
United State s ,  Japan , Germany , etc . , would now begin to 
look instead at their loans to developing countries .  The 
resulting downgrading of the bonded debt of  the World 
Bank and the reg ional multilatera l development banks 
would be costly to borrowers and would end up being an 
irreversible step . 

I t  is  easier to increa se as  soon as pos s ible  the 
capital of the World Bank--and restore funds to the Fund 
for Special Operations of  the I nter-American Development 
Bank--particularly s ince the capital increa ses require 
l ittle cash . The recent I nterAmerican Deve lopment Bank 
capital increa se  involved only 4 . 5  percent in cash . In  
es senc e ,  the development bank s are thus  a lready l ike 
insurance or guarantee schemes organi z ed to pa ss  through 
re latively low- cost funds to their borrower s .  I t  i s  
probably e a s i e r  t o  increa se their  cal lab le capital , o r  
" guarantee " capabil ity , than to estab l i sh a whol e  new 
guarantee scheme , although that idea should not be dis­
carded i f  it  becomes ab solutely neces sary to stimul ate a 
net f low o f  commerc ial lending . 

New lending by the multil ateral agenc ie s ,  as  long a s  
it can be targeted at the real prob lems faced b y  coun­
tries , is preferable to more empha s i s  on cof inanc ing with 
commerc ial banks . I n  the pre sent market cof inancing with 
commerc ial bank s wi l l  not work s imply on the ba s i s  of 
cro s s-default clau s e s ,  such a s  the World Bank and I nter­
American Development Bank have provided between their 
loans and the rel ated commercial bank loans . The whole  
o f  international bank l ending i s  cros s-defaulted ; name-
ly a defau l t  on one loan can trigger a legal default 
on all the debt and guarantees o f  a part icular borrower , 
yet that has not prevented payment delays and de facto 
defaults . I n  the present market , only a guarantee wi l l  
work , but in that c a s e  both the international institutions 
and the countries are better off with stra ight lending 
at the l e s s - than-commerc ial rates that the mul t ilateral 
development bank s can provide . 

Third , it i s  urgent to reduce the interest burden , 
but the problem i s  complex . Much depends o f  course on 
the course of internat ional intere st rates themselves , 
which are clo sely l inked with U . S .  rates and di f ficult  
to  predict . But  even if basic rates rema in at their mid-
1 9 8 3  l evel , it is c lear that the intere s t  burden is very 
heavy indeed . Th i s  has stimulated a number o f  pro­
posa l s 1 1  to refund the debt of  some ( or all ) developing­
country debtors into long-term obl igations at l e s s  than 
market interest rates . Unfortunately,  mos t  of  the 
scheme s are unl ikely to be fea s ible pol itically and would 
probab ly also  have negative s ide ef fects , pr inc ipally 
in dra stically reducing new commercial  bank l ending for a 
long time . 

I t  i s  qu ite unl ikely that any of the scheme s so far 
advanced to reduce the load o f  debt cou ld be implemented 
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Opinion i n  creditor countries i s  generally not sympathetic 
to such schemes . Progre s s ive s look upon these  idea s as 
a bail -out of  imprudent lenders , and conservatives a s  a 
bail -out o f  irrespon s ible  debtor governments .  Notwith­
standing the need to study and def ine pos s ib l e  genera l 
arrangements for the medium term ,  remedies and pal l iatives 
are needed now rather than later since the coming year is 
probably the most critical one . 

The scheme s ,  in the improbable event that they were 
economically and pol itically fea s ible , also run into the 
problem that they would probably stop further bank l end­
ing for a very long t ime . The charge aga inst bank earn­
ing s  would be too large becau se the loans could not be 
recycled except at very large di scounts . Moreover ,  the 
idea that o f f icial  institutions , such as the IMF , which 
are having a hard t ime ra i s ing additiona l resources for 
their establ i shed operations , should bear thi s  addit iona l 
burden seems impractical . 1 2 Yet the recyc l ing scheme s do 
make the important po int that  the debt- service burden i s  
too h igh . 

Perhaps it i s  pos s ible to comb ine , in a contingency 
plan that woul d  be activated in an emergency,  a temporary 
reduction o f  the intere st burden without damaging the 
prospects for continued lending on a moderate scale . 
For the bank s , many of wh ich would obviously res i s t  such 
a move s trongly ,  it  wou�d at least have the advantage of 
reducing the increase in their lending , s ince at pre sent , 
before Latin American export growth revives and new 
sources  of capital inf lows can be developed , an addi­
tional dol lar of  interest service by the borrowers i s  
f inanced ( in s impl i f ied terms ) b y  a n  additional dollar  
of bank lending and exposure . I t  may be better , at 
lea s t  during the immediate recovery period , for lenders 
to sacri f ice abou t f i fty to s ixty cents of  net after-tax 
earnings which a do l lar  of added interes t  income pro­
vide s , in exchange for not having to put up an extra 
dollar of lending . 

I t  i s  worth cons ider ing whether the bank s might not 
be better o f f  working out a temporary arrangement on 
interest charge s than having to come up with last-minute 
f inanc ing packages in the midst of a c r i s i s . I stre s s  
that such an arrangement would have t o  be temporary and 
could not be done below the market co sts  of  funds , i f  
the central obj ective of  keeping some flow of  lending i s  
t o  be maintained . Under several o f  the refunding schemes 
proposed so far , the intere st reduc tion would be below 
the cost of funds to the commercial bank lenders . Let us , 
for the purpose of argument , a s sume that the new rate 
under the s e  scheme s were set at 9 percent . The saving s 
to the Latin America debtors in interes t  per yea r ,  at 
today ' s cost o f  money , would be about U8$ 7 b i l l ion . That 
saving , however ,  would greatly if not irreparably damage 
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the chances o f  f inancing the rema inder o f  the current 
account def ic i t  of Latin America . A more modest proposal 
to reduce interest charge s ,  for example , to no more than 
1 percent over the London interbank rate , inc luding a l l  
other charges ,  f o r  a period of  about two years--unti l 
world recovery begins to pull  up Latin America fore ign­
exchange earnings--would still  save debtors at present 
rates about US $ 4 . 5  b i l l ion annual ly without damag ing to 
the same extent the chance s  for new lending . 

I t  i s  unl ikely that bank l enders would by themse lves 
accept such a scheme , even if it were proposed on a 
contingent basis . There wou ld no doubt have to be some 
government persuas ion . Given the time constraints , direct 
persua s ion , a s  ha s occurred in the recent ref inanc ing s ,  
may b e  better than a large international conferenc e ,  which 
requ ires much preparation . I f  interest rates look at a l l  
as  i f  they a r e  again o n  the r i se , cons ideration o f  some 
sort of scheme to reduce the interest burden at least 
temporarily wil l become urgent . Otherwi se , a s  export 
earning s  f a i l ed to recover in the wake of  the negative 
e f f ects of h igher interest rates on recovery in the 
indu stria l i z ed countries , l enders would f ind themselves 
f ac ing the dilemma o f  hav ing to lend more in order to get 
pa id the h igher interest due . 

A related point is  whether a quid pro quo for the 
reduction in interest charges might be neces sary , such a s  
some form o f  medium- term international or government 
guarantee for net new l ending . Even if thi s  were 
po l itically fea s ible , however , it would take time to put 
such an arrangement in place . Perhaps the understanding 
that a guarantee would ,  as a last resul t ,  be given 
ser ious con sideration by governments would be enough 
stimulus to arrange a contingent scheme to reduce interest 
costs in the immediate future .  That and the continuation 
of  net capital inflows are the only avenues of action 
open for the short term,  together with the continuation 
of di f f icult austerity mea sures in the borrowing coun­
trie s . 

Medium-Term Solutions 

For the medium term ,  the proper empha s i s  shou ld be 
to continue to find ways to stimu late new capita l  flows , 
espec ially in the immediate years ahead . To do that 
within the short time available is extremely diff icult . 
No one scheme or source of  flows wi l l  do . Compl icated 
new arrangements are unl ikely to be f ea sibl e . Nor can 
new flows s imply be blank checks to underwrite a reviva l 
o f  state enterprise  def icit spending in borrowing coun­
trie s . 
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Long-Term Solution s 

I t  i s  c lear that the policies  that could yield 
result s soon are d i f f icult to enact . Moreover , something 
i s  needed on each front , e spec ially on replenishing the 
resources of  the IMF and on lowering the intere st burden 
without j eopardiz ing new flows , a mo st difficult task . 
I n  order to put a l l  the pieces of  the package together , 
some form o f  concerted action by the governments o f  the 
ma j or money and capital markets of the world is needed . 
Of  course , each month that passes without a ma j or c r i s i s  
reinforces the feel ing in some quarters that the worst i s  
over and that eventually the problems wil l  evaporate in 
the wake of world recovery . Such a view gives an unea sy 
comfort but is not con s i stent with the probl ems as seen 
f rom the debtor countries , which face enormous problems . 

So far , the temptation to stray from the path of 
IMF- supported austerity has been avoided by the govern­
ment s  of Latin America . But the present equi l ibrium i s  a 
tenuou s one . I t  i s  quite conceivable that the government 
economic teams that have followed such policies  could be 
j ettisoned in the face of  strong pol i t ical oppos ition . 
The ref inanc ing s l inked to the IMF credit fac i l ities  wou ld 
then be cal led into question and a period of  confusion 
cou l d  wel l  follow .  At that point some governments may be 
tempted to talk and think o f  a debtors ' cartel , in the 
sense of a coordinated suspens ion of debt service . The 
idea is at present viewed by f inanc ial pol icymakers in 
most countries  a s  a product of  the lunatic fringe . But 
if these officia l s  and their pol ic ies  do not receive 
enough external support now , there is the risk that the 
lenders might face a very different cast of  character s .  
That i s  why it i s  important to focus in a more concerted 
fashion on po s s ible solutions whi l e  the problem appears 
to be in remi s s ion . 

Besides the areas already mentioned , there are others 
that could be of  great importance to economic recovery , 
although not immediately . The longer hori zon does  not 
mean that the neces sary pol icies should not be put in 
place now . Two important areas are private investment 
and credit insurance . Pr ivate inves tment is not a 
promis ing source for the next year or two , but could be 
of  great importance once economies revive . I n  the early 
1 9 6 0 s , pr ivate direct inve stment provided about 40 per­
cent of  the net capital inflows into Latin America , 
particularly into Bra z i l  and Mexico . I n  recent years , 
the proportion has fal len to 2 0  to 2 5  percent . I n 
1 9 8 1- 8 2 ,  net flows were about US $ 6  to 7 b i l l ion annual ly , 
a sum that ha s fal len in 1 9 8 3 . I t  i s  es sential to 
estab l i sh the preconditions now for an inve stment re­
covery later . Mexico ha s already begun to take measures , 
for example by reduc ing in practice the requirements for 
domestic ownership . Peru i s  break ing away from the 
Andean Group ' s  ill-conceived restrictions on foreign 
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direct industrial inve stment . Multilateral investment 
guarantee scheme s ,  which have been under study for many 
years at the World Bank and el sewhere , deserve another 
look . O f  equal or even greater importance i s  private 
domestic investment , s ince its revival  would pu l l  back 
into Latin American countries part of  the large sums 
wh ich have f led in 1 9 8 1- 1 9 8 3 .  For example , perhaps 
US$ 2 0  to 25 b i l l ion i s  estimated to have left Mex ico 
and venezuel a , the two mo st notable cases , in that period . 
Whi l e  some o f  what has gone out wi l l  stay out , more 
rea l i stic exchange rates , pol itical stability ,  and a 
revival of  domestic markets would , in time , begin to 
attract some of  the f l ight capita l . Unrecorded f l ows of  
thi s  type could make a big d i f f erence once the beginning s 
of  improvement are visible . 

S ince it  is  important to keep some bank lending 
going , albeit on a more control led scale , several scheme s 
have been advanced under which a multilateral credit 
insurance fac i l ity could be establ i shed , to be run on an 
agency basis  by the World Bank or the IMF , or a combina­
tion of  the two . The fac i l i ty would cover additiona l 
lending . S etting up a mul t i l ateral arrangement i s  
probably des irable but pol itical ly diff icult  and time­
consuming . In the meantime , individual export credit 
agencies , work ing with the World Bank and the I nter­
American Development Bank , could more quickly get them­
selves organ i z ed . 1 3 The resources are there : For 
example , as  of  May 1 9 8 3 , the U . S .  Export-Import Bank had 
barely committed one-tenth of its authori z ed l ending for 
f i scal 1 9 8 3 ,  l argely becau se of  the cutback s in develop­
ment pro j ects around the world . Commitments for the 
ful l  f i scal year are whol ly to be wel l  below authori za­
tions . Of course , changes in l eg i s l ation would in some 
cases be required , but they wou ld probably be easier to 
obta in than for a multi lateral scheme and could be set in 
motion wh i l e  a mu ltilatera l arrangement is des igned and 
evaluated . On the mul t i l ateral front , the idea of an 
Export Development Fund 1 4 has much appeal , espec ially i f  
it cou ld be expanded from l ending to developing coun­
tries for capital goods imports to helping to f inance the 
exports o f  these countr ie s , wh ich repre sent , in general , 
transactions that are liquid , u sual ly secure , and 
suitable for commerc ial f inanc e . 

By def init ion , the most urgent task is  to confront 
the more immediate problems . There i s ,  however , only 
l imited time to put into effect pol icies which would 
produce results by 1 9 8 6- 8 7 ,  when the f irst big repayments 
on the recent ref inanc ings are due . The struggle into 
recovery wi l l  not be easy , s ince the economic problem in 
the case of  the maj or Latin American countries i s  not 
s imply a cyc l ical one but arises in part from their  
hi stor ical stage of  development . For countries such as  
Argentina , Braz il , Mexico , and Vene zuela , with relatively 
large internal markets in compari son with the export-
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oriented East As ian economies , the thru st of  development 
has been indu strial i z ation for domestic consumption and 
the bu ilding of infrastructure for a rapidly growing 
popu l ation . In that sense , the pattern of development 
has some s imi larities with that of  the United S tates a 
century ago , which also  emphas i zed infrastrueture and 
industry for a growing internal market . The di f f erence 
is  that real interest rates were then at the historic 
norm o f  about 3 percent in real terms , whereas today , 
for Latin American borrower s ,  the real rate on their 
commerc ial debt i s  c loser to 9 percent in real terms . 
Moreover , three-quarters of  thi s  external commercial debt 
is  owed by the publ ic sector . The railroad and steel 
barons of  a hundred years ago have been replaced as 
borrowers by ine f f ic ient state enterprises , and the widows 
and orphans o f  the British Empire a s  l enders by large anq 
powerful bank s . The bal ance of negotiating power ha s 
therefore s ignif icantly changed . 

Another important f eature has been that  the ma j or 
Latin American economie s  have not in the last  three 
decades been abl e  to provide enough j ob s , particularly 
for the growing lower middle clas s ,  which wields increas­
ing political power . Political pres sures h ave thus bui l t  
u p  t o  provide j obs through the government and state 
enterpri ses . S imi lar pre s sures act to ma intain over­
valued exchange rates and interest-rate subsidies--which 
help middle- c l a s s  consumption- -al1  of which tends to 
bu ild up budget defic its , stimu late borrowing , and hold 
back the growth of  export earning s .  This set o f  policies 
a l so tends to hold back employment , particularly in 
manufacturing , where advanced soc ial legislation for a 
minority o f  the labor force tends to push up wage costs 
to leve l s  that are uncompetitive internationally . 

Such pol icies  underlie , with periodic changes in 
emphas i s , much of  Latin America ' s  rapid economic growth 
in the postwar period and wi l l  not change quickly . There 
is therefore a long-term a spect to the debt problem 
beyond the admittedly more pre s s ing cyc l ical  problem .  

CONCLUSIONS 

A clean and s imple , conceptually satis fying scheme 
to " solve" the debt problem obviously has intel lectual 
appeal , whi l e  the present muddl ing through i s  fraught 
with danger . For the time being , however , pol itical 
realities , espec ial ly in the United S tate s , make it very 
di f f icult to envisage an a l l -encompas s ing scheme . There 
i s  far more political concern within the united States 
on Central America than on the debt que stion , although 
the long-term ef fects of the latter could turn out to be 
very seriou s . As long as nothing explodes ,  there wi l l  
b e  l ittle intere st i n  setting u p  contingency mechani sms . 
Only a real cris i s , which hope fully will  not occur but 
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i s  unfortunately a dis tinct po s s ibi l ity , wi l l  powerfully 
concentrate the minds o f  pol icymakers other than the 
central bankers and Treasury o f f ic i a l s  who have already 
been involved . I n  the meantime , everyone would be better 
o f f  if lenders ,  authorities in the lender s ' countries , 
and ma j or borrowers work together in setting up a con­
certed program to help ex isting o f f icial inst itutions to 
do more and to establ i sh contingency plans to lower the 
interest burden of commerc ial debt , if neces sary , in the 
event that the debt burden cannot be managed . 

Both lender s  and debtors face a critical period . 
Whi l e  there are indeed some chances that the problem will  
gradually be overcome by world economic recovery , the 
risk of ma j or crises  ahead are h igh indeed . It is there­
fore vital to antic ipate the s e  problems in a concerted 
fashion , wel l  ahead of  time , rather than run the risk of 
fac ing them at the very last  minute . 

NOTES 

1 .  The article  that appears in th i s  chapter was in 
the F a l l  1 9 8 3  i s sue of Fore ign Affairs . I t  i s  reprinted 
by permi s s ion of  Foreign Affair s , Fal l 1 9 8 3 . Copyright 
1 9 8 3  by the Counci l  on Foreign Relation s ,  Inc . The 
article  wa s written some month s earl ier , following a 
first  article  on the same subj ect pub l i shed in the same 
j ournal in the Winter 1 9 8 2- 1 9 8 3  i s sue . Foreign Affairs 
has given permi s s ion for the reproduction of  the paper 
here . I am indebted to E l i zabeth K .  Rabitsch of F irst 
Boston for help with background for the article . The 
views expre ssed are per sona l .  

2 .  See , for examp l e ,  W i l l i am C l ine ,  I nternational 
Debt and the Stab i l i ty of the World Economy , Washington , 
D . C . , September 1 9 8 3 . 

3 .  " Latin American Debt , " my article in Foreign 
Affairs , Winter 1 9 8 2 - 1 9 8 3 .  

4 .  Comparing stock s to f lows can be mi s leading . 
However ,  s ince interest i s  a proportion o f  the debt out­
standing , the compari son is  of some use . Also , it could 
be argued that al l exports ,  including services ( such 
as tourism) , should be taken into account . S ince Latin 
America a s  a whole has a negative balance on services , 
the concept of  export of  goods and services seems an 
inappropriate mea sure . 

5 .  Bank for International S ettlements , F i f ty-Third 
Annual Report , Basle , June 1 9 8 3 , p .  1 1 6 ,  showed only 
US$ l O O  mi llion . However ,  a later estimate of July 1 9 8 3  
showed US $ S  b i l l ion o f  net f l ows for the second ha l f  of 
1 9 8 2 ,  largely for the reason noted . The first quarter 
of 1 9 8 3  showed no net loan f lows to Latin America other 
than those as soc iated with the Mex ico and Bra z i l  
re f inancings . 



6 .  See " Latin American Debt , " pp . 3 5 4 - 3 5 7 ,  3 5 9 . 
7 .  My estimate , based on a ratio of  about twelve 

thou sand to f i fteen thousand j obs per US $ l  b i l l ion in 
sale s .  
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8 .  O f f ic ial statistic s , which are somet imes based 
on narrow statis tical amounts in Argentina , Braz i l , and 
Mex ico , show lower numbers , however . 

9 .  For examp l e ,  among others ,  Morgan Guaranty 
Tru s t ,  World F inanc ial Markets ,  June 1 9 8 3 ; Wil l iam R .  
C l ine , Developing Country Debt Under Alternative Global 
Cond itions , 1 9 8 3 - 8 6 ,  Wash ington , D . C . , 1 9 8 3 . The largest 
international bank s have their own pro j ections , a s  ha s 
the Federal Reserve Bank o f  New York . 

1 0 . See " Latin American Debt , " pp . 3 6 2- 3 6 3 . 
1 1 . For example , Fel ix Rohatyn o f  Lazard Freres 

( in Bu sine s s  Week , F ebruary 2 8 , 1 9 8 3 )  suggested that a 
'ma j or portion o f  credits be turned into long-term low­
interest bonds , under the aegis  of the IM� Peter Kenen 
of  Princeton university (New York Time s ,  March 6 ,  1 9 8 3 ) 
proposed that a spec ial agency buy the loans f rom the 
commerc ial bank s at a di scount with the proceeds of l ong­
term bonds . A proposal along s imi lar l ine s , but us ing 
the World Bank , has been made by Richard Weinert in 
Foreign pol icy ( Spring 1 9 8 3 ) . Minos Z ombanakis  has pro­
po sed a Loan Guarantee Fund in the IMF ( The Economi st , 
April  3 0 ,  1 9 8 3 ) . There are a number of  other intere sting 
proposal s .  

1 2 . For a discu s s ion , see Yves Laul an , " A  New 
Approach 'ro International I ndebtednes s , " the Banker , 
July 1 9 8 3 . 

1 3 . See , for example , Harold Lever , " The Lever 
P l an , " The Economi st , July 9 - 1 5 , 1 9 8 3 . 

1 4 . See Wil l iam H .  Bolin and Jorge del Canto , 
" LDC Deb t :  Beyond C r i s i s  Management , "  Foreign Affairs , 
vol . 6 1 , no . 5 ( Summer 1 9 8 3 ) . 
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Capital Market F inancing 
to Developing Countries 

Ariel Buira 

The world economy has faced serious diff iculties in 
recent years . These have been related es sentially to the 
external debt problems that have arisen in an important 
number o f  developing countries , which have threatened the 
stab i l i ty of  the international monetary system . Thus 
far , the system ha s been abl e  to adj ust to these problems 
in such a way as to avoid its breakdown . Nevertheless , 
there i s  an urgent need to adapt it  to the new circum­
stances  prevail ing in the world economy , if the emergence 
o f  recurrent c r i s i s  is to be avoided . In  th i s  context , 
the search for new mechan i sms for recyl ing f inanc ial re­
sources from surplus to def icit nations to ensure the 
appropriate supply of  funds for balance of  payments and 
development finance has been of particular concern . 
The purpo se o f  thi s  chapter i s  to put in perspect ive the 
origins of  the pre sent d i f f iculties and the ir impl ica­
tions with regard to future f inanc ing for LDC s , and 
pos s ible solutions . 

ORIGINS OF THE CRI S I S  

until  recently , the number o f  developing countries 
with acces s  to the international capital markets wa s 
l imited and the amounts they received did not represent 
a substantial proportion of  the markets concerned . The 
rapid expans ion of international lending to LDC s can be 
as sociated with the growth of  the Eurodo l lar markets 
in the 1 9 7 0 s . 

As late as 1 9 7 0- 1 9 7 2 , external f inanc ing to the 
developing countries was still  largely provided through 
non-debt-creating flows f rom off icial sources  and long­
term capita l investment from pr ivate source s .  However ,  
i n  the years fo l lowing the quadrupl ing o f  world o i l  
prices at the end of  1 9 7 3 , the international capital 
markets experienced an explosive growth--by some estimates  
growing from US$ 2 0 0  b i l l ion in 1 9 7 3  to  US $ 2 , 0 0 0  bi l l ion 
in 1 9 8 2- -becoming the sing le mo st important channel for 
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the transfer o f  saving s from surplus to deficit countries . 
A large part o f  the resources  for thi s  expansion 

was provided by short-term bank deposits  o f  the govern­
ments of oil-exporting countrie s , and the largest part 
of  the markets ' a s sets were private bank credits to the 
governments and o f f icial  entities of deficit countries . 
The flexibil ity of  the Euromarkets and the relative ease 
with which they were able to tran s form short-term deposits  
into medium-term loans determined the ir strong growth . 

The increase in the demand for credit generated by 
the sharp rise  in o i l  prices was more than matched by an 
inf low o f  funds into the market , and unti l  mid- 1 9 7 9  spreads 
were general ly fall ing , interest rates were barely posi­
tive , and credit conditions in the international capital 
markets tended to favor borrowers . As a result o f  these 
factors , the share of  f inancing provided by o f f icial  
creditors--both government and multilateral development 
f inanc e institutions--to nono i l  LOC s diminished in 
relative terms from some 6 7  percent in the period 
1 9 6 7 - 1 9 7 0  to about 3 5  percent by 1 9 8 2 �  l ikewi se , private 
markets supp l i ed approximately hal f  of  the capital needed 
by these countries to f inance their current account 
deficits  in 1 9 8 1- 8 2 .  

Borrowing by the developing countries tended to be 
heavily concentrated in some individual nations � although 
some forty to forty- f ive countries gained access  to the 
markets , the two largest borrower s ,  Mexico and Bra z i l , 
accounted for about 4 0  percent of  a l l  the funds rai sed 
in 1 9 7 8 - 1 9 8 1 , and the f ive large st averaged 67 percent 
in the s ame per iod . I n  1 9 8 2 , Bra z i l  and Mexico together 
accounted for 26 percent o f  the total LOC debt service , 
and the share o f  the f ive largest debtors amounted to 
4 0  percent . 

The role played by the international f inanc ial 
market s  ha s to be underscored . I n  bridging the large 
current def icits , the private markets made it po s s ible 
for industrial countries to meet the higher world oil 
prices  without a deeper and longer reces sion than they 
suf fered . The more advanced nonoi l  developing countries 
were abl e  to borrow heavi ly to maintain their  l eve l s  of 
investment � thus , their economic growth wa s sustained at 
about the average trend rate of 5 percent . I n  so doing , 
th i s  group o f  countries helped su stain international 
trade and activity in the world economy . 

However ,  s ince commerc ial bank loans are character­
i z ed by h igher interest rates and shorter maturities 
than credits provided by o f f icial  sources  o f  development 
financ e ,  thi s  change in the structure o f  f inance wa s to 
give rise to a more than proportional increase in the 
debt- service burden of  borrowers . Thi s ,  coupled with the 
sharp increase in lending to LOC s ,  was bound to give rise  
to  quest ions regarding the long- term viab i l ity o f  thi s  
pattern of  f inance and o f  the creditworthine s s  o f  the . 
developing countries .  Nevertheles s , the conditions in 
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the international capital  markets , along with the expand­
ing world trade ,  allowed the postponement of the problem . 

These favorab le trends were reversed in 1 9 7 9 . The 
su s tained increase in world energy demand , together with 
the existence of  negative real interest rates in the 
international capital markets--which made it more pro f it­
able to keep oil in the ground , set the conditions for a 
second oil  c r i s i s . Th i s  l ed to a sharp deterioration in 
the balance-of-payments pos ition- -and thus the credit­
worthiness--of  the oil- importing countrie s , espec ially 
those among the developing group . 

Furthermore , a s  a response to the inf lationary 
pre ssures generated by the o i l-price increa se , mo st of 
the maj or indu strial countries adopted restrictive monetary 
pol icies  after late 1 9 7 9 . Thus , the cost o f  borrowing , 
as  indicated by LIBOR plus average spread , wh ich had 
f luctuated between 6 . 5  and 7 . 7 5 percent in the period 
1 9 7 5 - 1 9 7 7 ,  averaged 13 percent in 1 9 7 9 , nearly 18 percent 
in 1 9 8 1 ,  and around 15 percent in 1 9 8 2 .  The se his­
torical ly high rates o f  interest , in both nominal and 
real terms , were to result  in a sharp increase in the 
burden of debt- service payments of the developing coun­
trie s . 

S ince 1 9 8 0 ,  the tightening of  credit conditions has 
a l so been reflected in a widening o f  spreads and a greater 
risk differentiation among borrowers . Maturities on new 
borrowing , particularly for the ma j o r  borrowers , were 
shortened . Thu s , the ratio of  short-term to total debt 
for the group of nonoil  developing countries rose from 1 5  
percent i n  1 9 7 8  t o  1 8  percent i n  1 9 8 2 ;  for the four 
largest debtors , such ratio increased from 16 percent 
in 1 9 7 8  to more than 25 percent by 1 9 8 2 .  

The restrictive stance of the monetary pol icy 
adopted by the United States and other ma j or industrial 
countries was to have other signi f icant ef fects on the 
leve l of international economic activity and the external 
environment . The volume of  world trade , which had grown 
at annual rate s o f  9 - 1 0  percent in the 1 9 6 0 s  and 6 percent 
in the 1 9 7 0 s ,  ha s remained stagnant s ince 1 9 7 9 . I n  
addit ion , the deep and protracted reces sion in the in­
du strial countries wa s to result in a sharp fall  in 
commodity prices , wh ich in some cases fell  to their 
lowe st leve l s  in real terms s ince records ex ist . On 
average , commodity prices f e l l  by more than 3 0  percent 
between December 1 9 7 9  and November 1 9 8 2 ;  since then , 
they have fo llowed a moderate upward trend , increas ing 
by some 15 percent in the ten months to September 1 9 8 3 . 

As a resul t o f  fall ing commodity prices and con­
tinued inf lat ion , the terms of  trade of nono i l  developing 
countries deteriorated sharply . l  Moreover , the recession 
and result ing unemployment in industrial countries have 
given rise to strong protectionist trends , which have 
been particularly apparent in a number of sectors in which 
deve loping countries have a comparative advantage . 
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I n  a n  ef fort to sustain economic growth under such 
extreme ly adverse external conditions , nonoil  LOC s 
increased sharply their external indebtednes s . Total 
outstanding debt of these  countries i s  estimated to have 
increased from U5 $ 1 3 0  b i l l ion in 1 9 7 3  to U5$ 3 9 0  bi l l ion 
in 1 9 7 9  and to more than U5$ 6 0 0  b i l l ion in 1 9 8 2  ( see 
Table 7 . 1 ) . I n  relation to the group ' s  output and exports ,  
external indebtedness  ro se to record leve l s  and for an 
unprecedented number o f  countries the debt- servic ing 
burden reached critical proportions , as reflected in 
the record number of debt reschedu l ing ( see Table 7 . 2 ) 
and the sharp rise in external payment arrear . 

By the middle of  1 9 8 2 ,  intense concern arose in the 
international community regarding the abi l i ty of  some of 
the larger borrowers to meet their external f inanc ial 
commitment s :  thus , a growing reluctance of  banks to 
extend new credits wa s apparent . Another factor that 
contributed to the t ightening of market conditions was 
the sharp dec l ine and virtual disappearance of  OPEC 
surpluses in 1 9 8 1  and 1 9 8 2 .  Furthermore , some estimates 
show that even i f  the price of  o i l  doe s not fal l below 
U5 $ 2 9  a barrel--th.e benchmark price agreed upon in 
March 1 9 8 3 --the OPEC countries wi l l  experience a def icit  
o f  between U5$ 2 5  and U5$ 3 5  b i l l ion for  1 9 8 3  and of  some 
U5$ 1 0  to U5$ 2 0  b i l l ion in 1 9 8 4 . 

One ef fect o f  the reduction o f  OPEC surpluses ha s 
been a dec l ine in the amount of resources  ava i lable  to 
the international f inanc ial markets . Al though OPEC 
surpluses have been replaced by a greater volume of 
deposits  by f i rms and corporations o f  industrial countries , 
banks tend to regard the se  deposits  a s  l e s s  permanent 
and more volatile than those of surplus-oil-exporting 
countries and therefore tend to manage these funds more 
cautiously . 

As a resul t o f  these factor s ,  it i s  estimated that 
net bank lending , which had increa sed f rom U5 $ 2 6  b i l l ion 
in 1 9 7 8  to more than U5 $ 5 0  b i l l ion in 1 9 8 1 ,  was cut back 
to some U5 $ 2 5  b i l lion in 1 9 8 2 ,  and a further drop has 
been regi stered in 1 9 8 3 . According to the B I 5 ,  new 
credit to Latin American countries fell  from U5 $ 1 1 . 7  
b i l l ion in the f irst semester of  1 9 8 2  to only U5$ 3 0 0  
mi l l ion in the second . Statistics  show an increase in 
new credit to Latin America of  U5 $ 3 . 7  b i l l ion in the f irst 
seme ster o f  1 9 8 3 : however ,  such loans were mostly supplied 
in as soc iation with f inanc ial programs supported by the 
IMF . 

After a long period o f  rapid growth , the abrupt 
slowing of credit commitments by the private banking 
sy stem generated the concern that the inab i l ity of  a few 
ma j or borrowers to ref inance maturing loans could give 
rise to a l iquidity crisis  in the se countries . G iven the 
high exposure o f  the private bank ing in these nations , 
serious fears arose with respect to a pos s ible collapse 
of  the international f inanc ial system .  
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The responsibil ity for the current diff iculties i s  
widespread . Part o f  the current debt problems can be 
traced to bank l ending practices .  Underpinned by the 
conf idence that a country could not go bankrupt or 
disappear , bank analyses  o f  countries ' debt- servic ing 
capac ity and prospects were often perfunctory and the 
traditional yardsticks of credit appraisal were not 
appl ied . 2 Neverthel e s s , credit expansion was stimulated 
by the h igher average profitabi l ity of international 
l ending operation s ,  the good record o f  foreign borrowers , 
and the f ierce competition among bank s . 

I t  i s  equal ly c l ear that a number o f  important 
country borrowers did not undertake sufficiently large 
and timely adj u stment ef forts , bel ieving that the 
rec e s s ion wou ld be short- l ived and that demand for their 
exports woul d  soon recover . Moreover , they did not 
expect real intere st rates to remain at very high l eve l s  
for such a l engthy period . I n  fact , they would not have , 
had maj or indu strial countries adopted a more bal anced 
f i scal and monetary pol icy stance . 

The current l iquidity problems in the developing 
countries may be attributed more to the sharp rise  in 
interest payments than to the increa se in external debt 
outstanding . Wh i l e  interest payments on the external 
debt of  nonoil  LOC s increased almost ninefold between 
1 9 7 3  and 1 9 8 2 ,  amorti zation payments only increa sed 
approximately fourfold . I ndeed , at more norma l level s  of  
interest rate s of , say , around 3 percent in real  terms , 
and with annual rates o f  economic growth of  4 percent , 
those nations ma intaining a constant external debt-to-GOP 
ratio would be able to f inance signif icant current 
account def icits and to cover the ir interest payments 
without d i f f iculty . 

Corrective pol icy mea sures are already under way in 
many countries , and the external current account def icit 
of  the nonoil  LOC s appears to be moving into a more 
viable  range . However , the scale of  the dependence on 
external f inanc ing for many nations is such that the 
situation cannot be turned around overnight without the 
risk of severe internal disruption for the countries 
concerned , a s  wel l  a s  worrisome implications for the 
world economy . There is a danger that the cutback in 
capital flows to developing countries may be so sharp 
that it may not only prevent orderly positive adj u s tment , 
but may prove destabil i z ing , initially to the countries 
but soon after to the bank s ,  who would suffer losses  that 
would impa ir their  capital base . 

The strains that have recently become apparent in the 
f inancial system--namely the high exposure of the private 
bank ing system to the largest LOC s , the difficult current 
situation and prospects faced by most developing coun­
tries , the increa sed nervousness of  the market , and the 
recent sh ift in banker ' s  attention toward a greater 
pol itical analysis  of  potential borrowers-- sugge st that 
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i n  the future commerc ial  bank s wi l l  not cont inue per­
forming the ro le of ma j or f inanc ial intermediaries in 
the recyc l ing of  funds from surplus to def icit nations 
that they have played in the recent past . At the same 
time , the elements of instabil ity that such a pattern of 
recycling has introduced to the international �onetary 
system have generated doubts about the desirabi l ity of 
its continuation . 

Consequently , a need arises  for des igning new 
financ ial mechani sms for recyc l ing . The i s sue is two­
fold : ( 1 )  in the short run , to ensure that f inanc ial 
flows to countries with serious debt or l iquidity problems 
continue at an appropriate rate , so as to avoid a world 
l iquidity c r i s i s ; and ( 2 )  given that present problems 
arise to a considerable extent f rom an absence of  adequate 
sources of  deve lopment f inance that has forced LDC s to 
resort to short- and medium- term f inanc ing , a second 
i s sue still  remains for the medium and long terms , that 
of  appropriate development financ ing . 

THE PROVI S ION OF ADEQUATE SHORT-RUN 
FINANC IAL ASS I STANCE 

Notwithstanding a l l  the d i f f iculties and uncertain­
ties s t i l l  inherent in the current situation , the threat 
of  a l iqu idity cri s i s  in the world economy appears to 
have been cons iderably dimini shed in recent months . The 
fears o f  an interruption or even reversal of  private 
capital flows to LDC s seem to have been averted by 
coll ective lending agreements ,  involving the authorities 
of the affected countries , the private banks , and inter­
national institutions--mainly the IMF and the B I S . 3 
Neverthe less , a strengthening of  the international 
f inanc ial system ' s abi l ity to cope with such a potential 
l iquidity c ri s i s  wou ld be the best way to avoid its  
occurrence , s ince it  would increase substanti a l ly the 
conf idence in the system .  

I ndeed , the I nternational Monetary Fund has an 
important role to play in thi s  overa l l  proce s s . However , 
Fund resources--presently around 2 - 3  percent of the value 
of  international trade--are c l early insuf f icient to a l low 
it to play th i s  role  to the extent required . The need to 
increase the s i z e  of the Fund has been widely recogn i z ed . 
I n  practice , however ,  thi s proce s s  has been cons iderably 
hindered by a lack of cooperation on the part of  the 
industrial nations . The dec i s ions taken regarding the 
Eighth General Review of  Quotas , Which wi ll  serve the 
international community through much of  the present 
decade , are a c l ear example of  such situation . 

Notwithstanding the technical studies supporting 
the need for an increa se in quotas o f  1 0 0  to 1 2 5  percent 
and the demands of  the deve loping nations , agreement 
could not be reached for an increa se of  more than 4 8  
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percent . I t  i s  evident that such a n  increa se wi l l  be 
insuffic ient to allow the IMF to meet the f inanc ial 
requirements o f  member countrie s during the coming years . 
As a result , the Fund has been forced to supplement its 
re sources  by borrowing from member countries . 

I t  i s  important to note that the Group o f  1 0  dec ided 
in early 1 9 8 3  to increase their aggregate commitments 
under the General Agreement to BorrOll1 ( GAB ) from SOR6 . 4 
b i l l ion to SORl 7 b i l l ion . They a l so agreed that , in the 
future , GAB ' s  re sources  would be avai labl e  for purcha ses 
by those members-- inc luding non-GAB partic ipants- -whose 
payments d i f f iculties might endanger the international 
monetary system .  Obviou s l y ,  thi s  may be cons idered as  a 
mechanism that al leviates the pos s ib i l ity o f  payments 
diff iculties by one or two ma j or debtor countries giving 
rise  to a world banking crisi s . However ,  the enlargement 
of the GAB does  not benefit  a l l  Loe s ,  s ince only the 
largest among them may endanger the international monetary 
system .  I t  i s  also important to note that the widening 
o f  GAB raises some que stions regarding the dec i s ion­
making process  o f  the Fund , s ince the Group o f  Ten has a 
veto on the approval of  loans under such agreements .  
Thus , it i s  obvious that the increase of  resources under 
the GAB can under no c ircumstances be cons idered as a 
substitute for an increase in quotas . 

The recent experience o f  countries that have faced a 
l iquidity cri s i s  and resorted to the B I S  shows that when 
rapid f inanc ial support is needed the Fund cannot provide 
it under existing policies . However ,  s ince B I S  support 
is often conditional on a Fund-supported ad j us tment 
program , the que stion comes to mind whether the Fund 
should not itsel f provide such support . There is no 
certainty that the B I S  wi l l  in the future a s s i s t  non-B I S  
countries ; thus , a n  increased capac ity of  the Fund to 
deal with emergency situations at short notice would 
appear neces sary . 

I n  addition to increa s ing its resources , therefore , 
the Fund would have to modify its policies  to make draw­
ings ava i l able in a matter of days rather than months . 
The need to establ ish a new fac i l i ty ,  which had been 
informally cons idered in the past in connection with 
problems caused by capital f ight , should be recogn i z ed 
in the l ight of  current problems . Access  to thi s  
fac i l ity would b e  l imited t o  those countries facing a 
l iquidity crisis  as  a result o f  capital outflows or o f  a 
very sharp decl ine in access  to external credit . I n  such 
cases , if the Fund were not sat i s f ied that the stance 
of  the country ' s  current economic pol icies  was in broad 
terms appropriate , it  would require a pol icy statement by 
the authorities s imi lar to that required at present for 
upper credit tranche drawings .  

Obviously , the commerc ial banks must continue to 
play an important rol e . The resources of  multilateral 
institutions should be seen a s  complementary and 
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supportive o f  f inancial  flows on commerc ial terms rather 
than competitive with them . Equal ly important i s  the 
adoption o f  cooperative and respons ible attitudes on the 
part of the private banking community and the authorities 
of  creditor countries leading to reschedul ing of  debt­
service payments and to ref inancing impor�ant amounts of 
short-term debt at longer maturitie s . Thi s  would con­
tribute importantly to avoiding a potential l iquidity 
cri s i s . 

MEOIUM- AND LONG-TERM F INANC IAL NEEDS OF LOC s 

The present debt cri s i s  ha s resul ted to a cons ider­
able extent from an exc e s s ive dependence o f  LOC s on 
short- and medium- term external f inancing , a s ituation 
that has been determined by the absence o f  adequate 
sources  o f  deve lopment f inance . I t  i s  apparent that the 
continued usage of medium- and short-term f inanc ing i s  
bound t o  give r i s e  t o  l iqu idity problems in the medium 
term for countries that rely heavi ly upon it , even i f  the 
f inancing is a l l  destined to sound inves tment pro j ects . 

The situation i s  even more serious presently , s inc e 
the s tructural nature of  the economic adj u s tment requi re­
ments faced by LOC s cal l s  for larger amounts of  longer­
term f inanc ing . Furthermore , payment s on a large pro­
portion of  the externa l debt o f  LOC s wi l l  be fal l ing due 
in the medium term ;  therefore , if no additional mea sures 
are taken , recent debt- reschedul ing agreements cou ld ,  
through the bunch ing o f  maturitie s , compound the external 
debt probl ems in the coming years . 

The Current Economic Adj u s tment P roblems 

Profound economic adj u s tments have become necessary 
in developing countries  in recent year s , partly as a 
result  of  the important changes in technology and in the 
structure of markets , but mainly becau se of the changes 
that have taken place in relative prices--in the f ields 
o f  energy , raw materia l s , and manufactures--and the 
unprecedented leve l s  reached by interest rate s . I t  i s  
evident that adj ustments a r e  much more d i f f icult to 
achieve in a world suf fering from stagnation than in an 
expanding economy . 

This i s  the problem that must be addres sed by adj ust­
ment programs today . To do so , it is not suffic ient to 
restore or maintain a certain balance between aggregate 
supply and aggregate demand . It is  also  neces sary to 
restructure the economy in such a manner that it wi l l  
permit a n  increased production i n  certain strategic 
sectors and the divers i f ication of  export s ,  so as  to 
restore economic growth . � Thi s  proc e s s  must be accompanied 
by an increase in the rate s of  saving s and investment . 
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( 1 )  the strengthening o f  the balance o f  payments that 
re sults  from a reduction in growth and economic activity 
( i . e . , from a deflationary pol i cy ) , and ( 2 )  attaining a 
solution to balance-of-payments probl ems compatible 
with acceptable rates of  growth and viable over the 
medium term . 

That i s  to say , it  i s  neces sary to distingu i sh be­
tween a temporary improvement in the balance o f  payment s 
that re sul ts from a depres sed cyc l ical pos ition and a 
more lasting structural adj ustment compatible with higher 
leve l s  of  activity and employment . Thi s distinction 
suggests that adj u s tment programs require , bes ides a 
prudent management o f  demand , an increa se o f  investment 
and production in certain key sectors of  the economy that 
play a strategic role in its restructuring . Evidently , 
th i s  type o f  ad justment needs substantial f inanc ial 
resources .  

There ex i s t s  a number o f  LOC s where economic dis­
equ i l ibria have been generated predominantly by growing 
publ ic- sector def i c its . In fact , a great deal of the 
fore ign borrowing by such countries resul ted from pro­
nounced increases  of the ir f i scal deficits , creating a 
strong l ink between debt service and f i scal pol icy . I f  
the governments o f  these  nat ion s are t o  pay the service 
on the ir external public  debt , they must either extract 
an exc e s s ive share of resources  from the private sector 
or reduce expenditure s .  Thus , the service o f  the 
external debt in these cases requires a sharp reduction 
of  f i scal deficits . Neverthel e s s , substantial amounts 
o f  longer-term external f inanc ing must be directed to 
the se countries i f  their growth prospects are not 
be seriou s ly impaired . These  f inanc ing flows wi l l  al so 
help to reduce the r i sk o f  a pos s ible default  on external 
payments . 

Furthermore , the recovery of  world trade may be 
h indered if  the adoption of  exce s s ively deflationary 
adjustment programs in LOC s generates a substantial 
decrease in these countr ies ' imports .  I t  i s  e s sential , 
therefore , that the developing countries implement 
po l icies leading to the required structural adj ustment 
of  their economies , consi stent with the maintenance of 
international trade flows . Consequently ,  the financ ial 
requirements of the group must be placed within the 
framework of the international ad justment process  and 
recogn i z ed as a probl em of the international community . 

The Role of  External Debt Reschedul ing 

In general , external debt reschedul ing may provide 
benefits  of  two kinds . I n  the first  place , as  ha s 
already been described , it may contribute substantially 
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to the solution o f  short- run l iquidity problems . S econd , 
by spreading external payments over longer periods , it 
may a l l eviate the pres sure s on the external sector of  
Loe s and fac i l iate the adoption o f  an orderly program o f  
economic adjustment � indeed , the f inal purpo se of  re­
schedul ing should be the restoration of  the debtor 
country ' s  creditworthines s .  The benefits  of the first  
kind have al ready been evident in the present cris i s . 
However ,  it seems l e s s  certain that the reschedu l ings 
recently agreed wi l l  al low a substantial improvement in 
the capac ity of  LOe s to service the external debt . 

So far , a substantial amount of  the external payments 
fal l ing due in the short term ha s been renegotiated by 
the maj or borrowers . The terms in which the operations 
have been settl ed comprise , in genera l ,  an interest rate 
o f  LIBOR plus two points or  more and amorti zation periods 
of around six to eight years , with grace periods between 
two and f our years . Th i s  sugge sts that many Loe s wi l l  
face a very heavy concentration o f  amort i z ation payments 
in the near future . I n  order for these countries to be 
abl e  to cover the repayments fal l ing due , their  balance 
of payments and economic conditions would have to 
experienc e  ma j or improvements over a relatively short 
period of  time . 

However ,  in a number of  cases externa l a s  wel l a s  
internal factor s may prevent tho se countries from reach­
ing such an improvement with in the time span allowed by 
current reschedul ing agreements . On the one hand , the 
moderate economic recovery o f  the developed countries 
and the persistence of  protection i sm are l ikely to under­
mine the developing countrie s '  abi l ity to sustain a 
large export expans ion . On the other hand , the structural 
nature of the economic imbalances faced by most deve lop­
ing countries requires , bes ides large amounts of  develop­
ment f inanc e ,  periods of adj u s tment longer than those 
invo lved in many o f  the reschedul ing agreements tha t 
have been agreed . 

Obviou s l y ,  i f  the l ength o f  the adjustment period i s  
n o t  enough t o  permit the structural changes  required , 
the creditworthine s s  of  these  countries wil l  not be fully 
restored , and therefore the main condition of  a success­
ful re schedu l ing wi l l  not be reached . In  such an event , 
the reschedul ing operation would merely represent a post­
ponement of  the probl em for the near future . 

Al though commercial bank s seem to earn record 
pro f its out of  the debt-reschedu l ing exercise , for the 
debtor countries successive debt- restructuring exerc ises  
imply a high co st . They are  of ten seen as  a new failure 
to meet internationa l obl igations and create an atmo sphere 
of uncertainty , if not of  recurring cris i s ,  that hinders 
the recovery of conf idence , gives rise to capital f l ight , 
discourage s investment ,  and disrupts economi c l i f e . 

Moreover , unl e s s  debtor countries can greatly expand 
their exports , the ful f i l lment of debt payment obl igations 
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may turn them into substantial capital exporters . 
I nterest payments at prevai l ing rates o f  interest alone 
on a total external debt o f  the order o f  US$ 3 0 0  mil l ion 
would require Latin America to generate a trade surplus 
o f  some US$ 3 5  bill ion a year . I n  that event , and after 
several years o f  costly economic ad justment , it is 
possible that LOC s governments would face growing 
pol itical pres sures to direct export surpluses to of f set 
some of  the negative soc ial e ffects of  the adj ustment 
programs instead o f  using them to pay their  international 
creditors ;  that i s ,  the will ingnes s  to pay of  some LOC s 
might decrease . 

Assets that are within a debtor ' s  j ur i sdiction are 
not l iabl e  to claim by the bank s . Thus , debtor ' s  wi l l ­
ingnes s  t o  pay i s  the factor that ultimately determines 
the reimbursement of  credit sources . Wil l ingnes s  to pay 
has not been a ma j or i s sue in the process  of international 
l ending , because the net trans f er of resources--wh ich has 
a negative relation with intere st rates- -was positive 
unt i l  1 9 8 2 . S ince then , it  ha s been negative ; never­
thel e s s , the re scue packages have kept net exports of 
capital f rom LOC s at low level s .  It would appear that 
the reduction in net flows resulting from the el imina­
tion of  thes e  packages together with the high spreads 
charged by commercial  bank s on the restructuring of debt 
and the new money lent and the persistance of  adverse 
externa l developments-- related es sential ly with the 
evolution of  world economic recovery , interest rates , and 
protectionism in the indu strial countries--could bring 
the wil l ingness-to-pay i s sue to the foref ront of  the 
lending proces s . 

POS S I BLE OPTIONS FOR THE FUTURE 

Al though the fi nanc ial d i f ficulties of LOC s generally  
ref l ect  a l iquidity rather than a solvency crisis , it is  
evident that the avoidance of  recurrent l iquidity prob­
lems in th i s  group of nation s requires the adoption o f  
mea sures oriented toward a structural adj us tment of their 
economies and an improved functioning o f  the internationa l  
monetary system .  The debt probl em,  therefore , cannot be 
separated f rom the i s sue o f  development f inance . I ndeed , 
the solution o f  these problems seems to be one of the 
ma j or cha l l enges facing the world economy in the 1 9 8 0 s .  

Obviou s l y ,  the best long-run solution to the debt 
cri s i s  would be for the countries concerned to " grow out 
o f  debt . "  Thi s  would require , bes ides the continuation 
of the serious ad justment e f forts already under way in 
many LOC s ,  a sustained recovery in the world economy , 
a dec rea se in international interest rates , and the 
reversal of the protectionist  tendenc ies in the industrial 
countries . A cont inued expans ion of  LOC s ' exports would 
make the external debt situation of  these nations much 
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more manageable and , a t  the same time , would provide them 
with the forei gn exchange they requ ire for their develop­
ment . 

Neverthele s s , whether the LOC s wi l l  face such a 
favorable external environment in the next years i s  still  
uncerta in . As a resu l t  o f  a comb ination of factors , the 
pace of expansion in the world economy over the medium 
term i s  l ikely to rema in slower than during earl ier 
periods . L ikewi se , the prospects of  large f i s cal deficits 
in certain indu strial nations generate serious concerns 
regarding the future evolut ion of  interest rates . Such a 
scenario does not suggest the rapid el imination of  
protection i st barriers in the developed world . 

I t  would appear , therefore , that the solution to 
present debt diff icul ties requires securing suf f ic ient 
financ ial flows to LOC s on longer maturitie s . As has 
been stated , at present it  seems unl ikely that the 
capital markets will sati s fy such needs spontaneously . 
Furthermore , the pos s ibi l ity that collective l ending 
agreements-- involving the commercial bank s , international 
institutions � and the authorities of the a f fected coun­
tries- -woul d  become a permanent arrangement is almo s t  
nil , s ince th i s  would imply long periods of out side 
supervis ion o f  the debtor country ' s  economic pol icie s ,  
and because  i t  i s  doubtful that i t  wi l l  b e  po s s ible to 
secure the continued partic ipation of hundreds of small  
bank s in such an exerc ise over a number of  years . The 
po l itical strains that  such a situation could create 
are enormou s .  

I n  th i s  context , the need to des ign alternative 
mechani sms for providing LOC s with adequate flows of 
f inanc ing seems evident . The inc rea se of foreign direct 
investment has been f requently mentioned a s  one pos s ible  
option . 5 In fact , risk capital provided a large sha re 
of the f inance required for the development of  LOC s 
during the nineteenth and early twentieth centurie s .  
The commerc ial banking system ha s a s sumed this  role in 
recent years . G iven the current problems , it would seem 
des i rable ,  from a f inanc ial point of view ,  for equity to 
play a much larger part in development f inanc e today . 
The potential threats to the stabil ity o f  the world ' s  
financ ial system would decrease i f  risks were shared by 
thousands of inve stors , who se capital or equity could 
become nonperforming without the risk of  spreading to 
others . 

However ,  the balance- of-payments and financ ial 
problems that developing countries face have substantially 
decreased their attraction to foreign investors in view 
of their reduced capacity to trans fer profits  and other 
payments on foreign direct investment . Th i s ,  coupled 
with the fact that the developed countries account for a 
growing share of  total direct inves tment--LOC s ' share in 
foreign investment fell  from 31 percent in 1 9 7 0  to 2 7  
percent i n  1 9 8 0 --makes i t  very unl ikely that the rates of  
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growth reached by such investment during the 1 9 7 0 s  may 
be sustained in the coming years . Therefore , it would 
seem necessary to develop pol icies  that encourage a 
greater inflow of  external direct investment , including 
the development of regulatory frameworks satisfactory to 
the foreign investor and the host country . 

I t  seems c l ear that meeting LDC s' financ ial needs in 
the medium and long run requires a substantial increase 
in credit flows to these nation s on much longer maturi­
ties  and at lower spread s . 6 The diff iculties seem to be 
particularly serious for the Latin American countries , 
given the larger magnitude of  their external debt . 

Covering the public  sector ' s  f inanc ial needs could 
be ach ieved by greatly enlarg ing the resources  o f  insti­
tuion s such a s  the World Bank and the regional develop­
ment bank s  to permit them to recover the relative pos i ­
tion they h e l d  in the 1 9 6 0 s .  Evidentl y ,  this  solution 
cal l s  for the cooperation o f  industrial countries in the 
form of  h igher contributions to the capita l base o f  these  
institutions and of  strong leadership to  overcome the 
pol itical diff icul ties it faces in maj or countrie s . 

Another approach that has been suggested i s  the 
creation of a multilateral government-guaranteed fund 
that would operate on commercial line s ,  obtaining long­
term credit s  in domestic and international markets . The 
fund would grant , s ay ,  f i f teen-year f inanc ing for pub l i c  
investment pro j ects and f o r  the purcha se o f  capital goods , 
permitting the achievement of  h igher leve l s  of  investment 
and growth in developing countrie s ,  a s  wel l  a s  improving 
their pro f i l e  and therefore their abil i ty to pay and 
their creditworthine s s . For industrial countries  faced 
with a rec e s s ion , th i s  could mean h igher leve l s  of  
export s and economic activity , mak ing it eas ier to over­
come pol itical res i s tance to increa sed development 
a s s i stance as wel l  as the protectionist  trends apparent 
in the world today . Such a scheme would also  contribute 
to the growth and stabil ity of  international capital 
markets . 

Other scheme s , s ome o f  which have been in ex istence 
on a smal l scale , might be u sed a s  supporting mechani sms 
to dea l with the external f inanc ing needs o f  the pub l ic 
sectors o f  LDC s over the medium and long terms . I t  ha s 
been sugge sted that the role of export credit guarantee 
agenc ies  may be extended , so as to ensure aga inst r i sk 
not only the trade flows to the developing world but 
also the l ending required to cover its  resul ting current 
account deficit s . 7 with thi s purpose , individual 
agenc ies in the creditor nations would insure bank 
lending for balance-of-payments f inanc ing , relying both 
on thei r  own analys i s  and on the advice of the IMF . with 
insured credit  available ,  each debtor country would be in 
a better pos ition to meet both the trading deficit  and the 
interest payments on exi s ting debt . s  



1 8 6  

I t  has been suggested that  such a mechanism might 
be further reinforced by pub l i c  or private companies 
offering pol itical risk insurance on loans to developing 
countries . Th i s  suggestion may be appl icable to some 
regions . Nevertheles s , it does not seem to appeal to the 
Latin American countries s ince such guarantee s  have never 
been provided , not even by the largest borrowers in the 
area . Pol i tica l guarantees could g ive rise  to both 
po l i tical and l egal problems in these nations s ince they 
are contrary to the Calvo doctrine incorporated in the 
constitutions of several countrie s . 

The recyc l ing of  adequate f inanc ial flows to the 
private sector of LOC s could be considerably eased 
through the creation o f  o f f icial  guarantee programs . 
Evidently , the authorities  o f  debtor countries should 
stand ready to a s sume the risks related with currency 
convertib i l ity and transferab i l ity of  external payments , 
but not those l inked to pure ly commerc ial risk s  that by 
their very nature must be a s sumed by the private ent itie s 
involved . Th i s  distinction mu st be c l early made if the 
private sector i s  to cont inue to develop a s  such . 

L ikewi s e ,  private credit to LOC s' private sectors 
could be directed toward the f inanc ing of spec i f ic 
pro j ects . Thi s  would have the advantage o f  ensuring the 
productive usage of credits and might al low ,  by dimini sh­
ing the risks  involved in such operations , a decreas e  in 
spreads . At the same time , to the extent that insuranc e 
mechanisms in lending to LOC s-- such a s  tho se a lready 
suggested--are establ i shed , private bank s might be abl e  
t o  keep their as set leve l s  below the l imits s e t  by 
regul atory authoritie s ,  while  increasing the amount o f  
credit potential ly ava i lable t o  LOC s b y  sell ing o f f  part 
of the i r  l oans . For instance , a comb ination of  transfer 
guarantees and private r i sk insurance could convert a 
syndicated loan into a marketable  security that could be 
sold to pen s ion funds , regional bank s ,  and so on . 

Cof inanc ing with multi lateral development institu­
tion s  coul d ,  i f  procedures were made more ag i l e ,  contribute 
substantially to the expans ion o f  capital f l ows to the 
developing countrie s .  S imilarly , a new form o f  co­
f inanc ing between governments and commercial banks could 
be considered a s  a means o f  stretching maturities and 
reduc ing costs to borrowers whi l e  preserving an important 
rol e  for the f inancial markets . 

The magni tude o f  the problems related to the pro­
vis ion of  adequate f inancial f l ows to the develop ing 
countries in the medium and long run may be rough ly 
quantif ied . Let us consider f irst the demand s ide . 
Dur ing the last f ew year s ,  imports of  capital by LOC s 
rose to l eve l s  between 4 . 5  percent and 6 percent of  GOP . 
Al though the se nations mus t  be cons idered structura l 
capital importers , such f igure s seem to be high by 
h i storical standards . As suming that the current account 
deficit  as  a percentage of GOP fal l s  to more normal 
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l evel s--o f , say , 3 percent o f  GOP--and us ing the ba s i s  o f  
World Bank pro j ections for the future evo lution o f  
economic growth i n  the developing world and world 
inf lation--around 5 . 5  percent in real terms and 5 per­
cent respectively--one could reasonably expect the current 
account deficit of the nonoi l  LOC s to be of about U5$ 1 2 5  
b i l l ion by 1 9 9 0 . T o  thi s ,  one should add a moderate 
inc rease in international reserves to reach an equivalent 
of  three months ' imports . Thi s  would mean an additional 
reserve accumul ation o f  some U5$ 4 0  b i l l ion in 1 9 9 0 .  Thus , 
total f inancing requirements of  the nonoil  devel oping 
countries would be of  the order of  U5 $ 1 6 5  b i l l ion in 1 9 9 0 .  

Let u s  now cons ider the supply of financ ial re­
sources . As sume that commercial  banks are wi l l ing to 
expand significantly their loans , so that net bank l end­
ing to LOC s increases at 3 . 5  percent per year in real 
terms between 1 9 8 2  and 1 9 9 0 .  On the bas i s  o f  the above 
a s sumption for inf lation , such net flows would amount to 
about U5 $ 4 0  b i l l ion in 1 9 9 0 .  Thi s  is in  fact a very 
optimi stic a s sumption . I t  mus t  be recalled that a s  a 
re su l t  o f  the debt- restructuring agreements , matur ities  
of  about U5$ 8 0  to U5 $ 1 0 0  b i l l ion have been shi fted to the 
second hal f  o f  the 1 9 8 0 s  in Latin America alone . There­
fore , the exerc ise  a ssumes that a large part o f  these  
maturities plus those  orig ina l ly fal l ing due in  the 
second hal f of the 1 9 8 0 s  will  be ref inanced . 

Thi s  would imply such very h igh leve l s  of  gro s s  bank 
l ending to the developing countries , particularly those 
in Latin America , that it i s  doubtful that they may be 
attained without the active support or partic ipation of  
the authorities o f  industrial countries through some type 
of o f f icial  cof inanc ing arrangements .  However , at 
present there does not appear to be a su ffic ient aware­
ness of  th i s  problem .  In fact , some of the bank regula­
tory agenc ies o f  f inancial  centers are moving in the 
oppo s ite direction , that of tightening superv ision and 
l imit ing bank exposure to developing countries . 

I f  the rates o f  growth o f  private direct inves tment 
and official  transfers  maintain the trend registered 
during the last ten years , these annual flows to nonoi l  
LOC s would amount t o  some U5 $ 4 0  b i l l ion b y  the end o f  
thi s  decade . Credit f rom o f f icial sources--namely the 
World Bank and the reg iona l development banks--may 
contribute importantly to meet the f inanc ial requirements 
of  these countrie s ;  neverthel e s s , the reluc tance of the 
industrial countries to increase substantially the 
capital base of these institutions might limit--by s imply 
ma inta ining its trend rate o f  growth- -net new flows o f  
credit to LOC s f rom these sources t o  some U5$ 3 5  b i l l ion 
in 1 9 9 0 .  

Therefore , under such optimi stic a s sumption s ,  there 
would still remain an externa l gap o f  approximately 
U5 $ 5 0 bill ion by the end of the 1 9 8 0 s  even without taking 
into account the po s s ibil ity of capital outf l ows . More 
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real i s t ically , o n  current trends , the gap i s  l ikely to be 
severa l times larger . If there is a failure of  l eader­
ship in the ma j or industrial countries and the mechani sms 
nec e s sary to f inance such a gap are not created , the 
developing countries wil l  be forced to reduce even 
further their current account deficits  and to l imit 
s ignif icantly the ir rates of economic growth . 

An al ternative method , and perhaps a s impler one , 
for securing the neces sary net f l ows would involve a 
ma j or restructuring o f  amorti z at ion payments on external 
debt owed to commerc ial bank s so as  to produc e a po s i­
tive balance on capital account that would suppl ement 
dome stic savings and permit these  economies  to attain 
acceptable rate s of  growth and effect a posit ive ad j u s t­
ment .  For instanc e ,  assume a country faces over the 
s econd part of the decade debt- service payment s ,  inc lud­
ing amortization , equivalent to 6 0- 7 0 percent of export 
revenue s ,  a resu l t  of adding the amorti zation of the 
recently restructured debt to the exi sting amorti zation 
schedule . Such a s i tuation would be dif f icult to sustain 
s ince it wou ld serious ly l imit the country ' s  growth 
possibilities . Suppose  on the other hand , that a fter an 
initial period o f  adj ustment ,  a new debt restructuring 
tak e s  place that extends the grace period through the 
rest o f  the decade and di stributes amorti zation payments 
over ten to f i f teen years  starting in 1 9 9 0 .  Debt- service 
payment for the rest o f  the 1 9 8 0 s  would be reduced to 
intere st payments alone , the equ ivalent of , say , 25 to 
30 percent o f  export earning s . 

Th i s  i s  c l early a much more manageabl e  prospect ,  
s ince it wil l contribute t o  the restoration o f  conf idence 
both external and internal and wi l l  permit the attain­
ment of sat i s factory rates o f  growth , plac ing the economy 
in a better pos ition to face the 1 9 9 0 s .  Over the next 
ten to f i fteen years the restructured maturities  of  the 
1 9 8 0 s  would represent a s ignf icantly smal ler proportion 
of  export revenues ,  both becau se of the ir distribution 
over a longer period and becau s e  the debtor would have 
a larger export base . Thu s ,  the restructured maturities 
should prove much easier to ref inance through the market .  

In  a sen s e ,  a new and longer-term restructuring 
could be seen a s  complement ing short- term mea sures 
adopted in 1 9 8 2  and 1 9 8 3  under the pre s sure o f  events ,  
completing the required proc e s s  for putting ma j or Latin 
American debtors back on a sustainabl e growth plan . 
At the same time and by so doing it wou ld di spel un­
certa inties and risks that sti l l  hang over the inter­
national f inanc ial system . 

CONCLUSIONS 

The stra ins that have recently arisen in the inter­
national monetary system ,  and the prospects  for the 
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coming years , suggest that most o f  the debtor countries 
wi l l  not receive adequa te f inancial f l ows unl e s s  a new 
pattern of f inanc ing is developed . I n  the short run , 
the ma in obj ective i s  to ensure adequate f inanc ial flows 
to the more indebted countries ,  so a s  to avoid repeated 
f inanc ial c r i s i s . Al though thi s  po ssibil ity ha s been 
cons iderably a l leviated so far by collective l ending 
agreements , it is  still  necessary to strengthen the 
system ' s abil ity to cope with the l ikely recurrence o f  
such c r i s i s . T h i s  require s ,  among other mea sures , a 
sub s tantial increase in IMF resources , a modif ication of  
its  po licies  on drawing s to al low a rapid f inanc ial 
support to those countries  in serious l iquidity problems , 
and the cooperation o f  the private bank ing community to 
reschedu l e  important amounts o f  external debt at long er 
maturities . 

However , even if the short-run prob l ems related 
with potential l iquidity crisis  are appropriately dealt  
with , there still  rema ins the  i s sue  of securing suf f i c ient 
f inanc ial f l ows for development f inanc ing purposes . I n  
fact , it may be stated that present problems have resul ted 
to a great extent from the lack of adequate sources of 
development f inance . The diff icu l ties are more seriou s 
presently , g iven the structural nature of  the economic 
probl ems faced by mo st LOe s and the po s s ibil ity that 
recent debt-reschedul ing agreements g ive rise to new 
l iqu idity c r i s i s  when the grace period s come to an end . 
The external indebtedness problem thus i s  closely l inked 
to the i s sue of  development f inanc e .  

The b e s t  po s s ible solution t o  these  problems would 
be one of  " growing out of  debt . "  I n  addition to the 
adoption o f  seriou s adj ustment ef forts in the developing 
countrie s ,  " growing out of  debt"  would require a strong 
and sustained recovery in the world economy , a s ignif icant 
decl ine in interest rate s ,  and at  l ea s t  the attenuation 
of protection ist trends in the industrial world . In  
th i s  context , it i s  evident that developments out s ide 
the control o f  LOe s are playing and wi l l  play a dec i s ive 
rol e  in the success  of  the adj u s tment e f forts of  debtor 
countrie s .  

Today , mo st developing nations are fully aware of  
the need to adj ust their  economies  in order to f ind a 
solution to their current problems . Taking into account 
the common intere s t  in overcoming the debt cri s i s  and in 
restoring the growth of the world economy , it seems 
rea sonable  to demand that industrial nations support 
these e fforts by adopting mea sures that contribute to 
these ends . 

Nevertheles s ,  since it i s  doubtful that the external 
environment will take a very favorabl e  turn in the near 
future , adequate f inanc ial flows to LOe s must be secured 
with longer-term maturit ies , if  a solution to the debt 
diff iculties i s  to be found . These flows would contribute 
importantly to the expans ion of  international trade and 
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the growth o f  the world economy . 
At a time when capital markets will not be able to 

play the l ead ing ro le o f  the pa st decade , mul t ilateral 
f inanc ial institutions-- such a s  the World Bank and the 
regional development bank s-- and government agencies should 
play a much larger rol e  in the recyc l ing proces s .  The se 
mechani sms could be reinforced by schemes to ensure 
bal ance-of-payments l ending to LOC s and by stimulating 
the increa se of foreign direct inves tment . The se 
mea sure s ,  a s  wel l  a s  susta ined ef forts of adj ustment and 
cooperation , can allow us to f ind a way out of the present 
prob lems . 

Al ternatively , and perhaps more s imply , the requ ired 
improvement in the capital account cou ld be secured by a 
ma j or restructuring exerc ise  that  would signif icantly 
reduce or el iminate amorti z ation payment s to the bank s 
over the rest o f  the decade , dis tributing them over a 
period o f  ten to f i fteen years starting in 1 9 9 0 . Th i s  
would a l low Latin American economies t o  ef fect a po s itive 
adj u s tment ,  diversify the i r  export s ,  and recover reason­
able rates o f  growth , thus plac ing them in a better 
pos i tion to face the future . 

Although the external debt problem wi l l  be with us  
at least for  the rest of  the decade , it is in the interes t  
of  debtor and creditor countries that it n o t  be allowed 
to sharply reduce the development pro spects of LOC s . 
The soc ia l and pol itical con sequences of  fail ing to 
secure acceptab l e  rates o f  growth in the developing 
world during a protracted period would be very grave 
indeed . 

NOTES 

The idea s expres sed in th i s  paper are strictly 
personal . The author wishes to acknowledge the inva luable 
a s s i stance of Javier Gu zman C .  in the preparation of  
th is paper . 

1 .  According to estimates of the IMF , of  the 
US$ 6 7  bil l ion increa se in the aggregate current account 
de ficit of the nono il LOC s f rom 1 9 7 8  to 1 9 8 1 , more than 
90 percent may b e  expla ined by the combined ef fect of 
the rise  in net interest payments , the deter ioration of 
the group ' s  nonoil  terms of trade , and the adverse 
change in the group ' s  oil  trade balanc e . 

2 .  For instanc e ,  the 2 0  perc ent debt- service ratio 
suggested a s  externa l indebtednes s l imit by the World 
Bank wa s exceeded by many countries . 

3 .  The rescue package s that have emerged f rom such 
agreements have general ly included the re schedul ing of 
debt- service payments , the provision of f inanc ial 
a s s i s tanc e  both by bank s and by o f f icial institution s ,  
and the adoption o f  stab i l i z ation programs by the 
debtor countries .  
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4 .  The case o f  energy is  a good instance o f  a 
structural adjustment . Adj u stment to the h igher cost of  
imported energy wil l  certa inly require increa sing the 
price to consumers and reduc ing somewhat the rate of  
growth o f  GDP . However ,  any attempt o f  the country to 
achieve h igher rates o f  growth would result in unsus­
tainabl e  balance-of-payments def ic it s ,  unl e s s  the 
structure of the economy is adapted to the new prices 
through the development o f  domestic energy sources  and a 
more e f f ic ient use of energy . 

5 .  According to some estimates ,  al though the flows 
of  direct investment to LDC s inc reased f rom US$ 2 b i l l ion 
in 1 9 7 0  to about US $ 1 5  b i l l ion in 1 9 8 2 ,  they rema ined 
sma l l  compared to the volume of  borrowing in the inter­
national f inanc ial markets . 

6 .  Obviously , in the case o f  many low- income 
countries , sub stantial amounts of  f inancial resources on 
concess ional terms are required . 

7 . Thi s  i s ,  with minor modif ication s ,  the Lever 
plan . Lord Lever suggests the creation of a central 
agency that would advise each agency on the provis ion of 
f inanc ing to LDC s ,  relying largely on the recommenda­
tions of the IMF . 

8 .  I n  fact , mos t  o f  the main countries have set up 
export credit agenc ie s .  Each agency , acting independently , 
has supported its exporters '  trade with insurance 
facil ities , plac ing l imit s  on the amounts of credit 
insured . 
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The World Monetary System, 
the I nternational Business Cycle, 
and the External Debt Cris is 

Jose Luis Feito 

The international f inanc ial system can be seen a s  a 
set of  devices for correcting any eventual malfunctions 
of  the world economy , particularly those rooted in the 
monetary s ide . The rational e  for international monetary 
agenc ies i s  to ensure that automatic and other built- in 
mechani sms operating within the f inanc ial system wi l l  
re spond adequately t o  phases of  strain . I n  the pre sence 
of pres sures and diff iculties that threaten the system, 
international agenc ies and arrangements are supposed to 
generate appropriate s igna l s  and carry out action s in 
order to make the system react along desired l ines . Over 
the recent pa st the internat iona l f inanc ial system ha s 
been put to the test . The a im of  this  chapter is  to 
analy ze the stimulus- response pattern of  the inter­
national f inanc ial system over the recent years in order 
to shed l ight on the adequacy of  present international 
monetary arrangements to cope with widespread economic 
di sturbances l ike the external debt crisis  and recess ion 
currently pl agu ing the world economy . 

The overwhe lming presence of  overindebtedness  and 
depre s s ion should be seen as a man ifestation of bu siness 
cyc l e  phenomena . The main the s i s  of thi s  chapter is that 
the external debt c r i s i s  i s  a resu l t  o f  fundamental 
change s in the nature o f  the international monetary 
mechanism, ma inly brought about by the emergence of 
world f inanc ial intermediation and rapid integration of 
maj or capital markets in the late 1 9 6 0 s  and early 1 9 7 0 s . 
The se change s ,  together with the cyc l ic instability of  
the u . s .  economy , expose the world economy to the sort 
of credit- induced bus ine s s  cycle some national economies 
experienc ed during the nineteenth century and the inter­
war period . These ideas are developed in the f irst 
section , in which the relationships between the inter­
national bu siness cyc le and the external debt c r i s i s  are 
analyzed and some inferences to be drawn f rom th i s  
analysis  a r e  pu t forward . 

One of the conclus ions of that section i s  that 
internat ional monetary pol icy shou ld aim not only at 

1 9 3  
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fac il itating the smooth transition o f  the world economy 
to an equ i l ibrium po sition but also  at ensuring the 
stab i l i ty of the world f inancial system so that the 
probabil ities of another occurrence of worldwide economic 
depres sion and overindebtedn e s s  are minimi z ed .  The 
armory of international monetary pol icy is not wel l  
equipped t o  ach ieve these  ends . I dea l l y ,  actions should 
be taken s imultaneously in those  two f ronts . Reforms of  
the international f inanc ial system should be initiated by 
allowing international financ ial institutions to play a 
more active role in the conduct o f  international monetary 
policy in current circumstances . 

By now it i s  c l ear , however , that discu s s ion on 
reform of the international monetary system is a very 
slow process going through a k ind of  stop-and-go cyc l e . 
Therefore , it may be conveni ent to separate the analy s i s  
o f  the scope for short-run actions within the boundary 
of current international arrangements ( covered in the 
second section ) , the shortcoming s and l imitation s of 
present international monetary institutions to cope with 
the current cri sis  ( the th ird section ) , and the needed 
reforms of the world monetary mechanism from a longer 
perspective ( the fourth sec t ion ) . F inally , the last  
section provides a summary o f  the arguments and views 
expres sed in the chapter . 

THE INTERNATI ONAL BUSINESS CYCLE 
AND THE EXTERNAL DEBT CRI S I S : AN INTERPRETATION 

Should there be any doubt,  the current world 
economic rec e s sion has o f f i c ia l ly been certif ied by the 
National Bureau o f  Economic Re search a s  the eighth of 
the postwar period , more serious than the 1 9 7 3 - 1 9 7 5  
reces s ion , second i n  severity only to the slump o f  the 
1 9 3 0 s . Al l these postwar worldwide economic depre s s ions 
have had in common that they have originated in the 
United S tates because of  the heavy we ight thi s  economy 
has on world trade and , more importantly , on world 
f inanc ia l  condition s . I n  some instances , a s  in 1 9 7 3 -
1 9 7 5 ,  these  depre s s ions may have been induced by dis­
turbances  outside the United State s ,  but they have been 
reinforced and made worldwide by the response of  the 
United States and other large industrial countries to 
these disturbance s .  By the same token , it is obviou s 
that phases o f  worldwide growth have been set in motion 
by the function ing at near ful l capac ity of  the U . S .  
economic mach ine . 

The intens ity and perva s ivenes s  of  the current world 
depre s s ion are frequently seen a s  the resu l t  o f  the mix 
of  economic policies  implemented in the united States to 
check the drift toward greater inf lation and lower growth 
that ha s characteri z ed the performance of th is  economy 
over the last decade . Table  8 . 1 provides some 
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quantitative indicators o f  the maj or dome stic ef fects  o f  
these po l icies  a s  wel l a s  the channel s through which they 
have been transmitted to the re st of the world and their 
impact on nonoi l  developing countrie s .  

The tab l e  i s  intended to i l lustrate the following 
proce s s . The pol icy of  monetary re straint that ha s been 
implemented in the United States s ince 1 9 7 8 , coupled with 
a growing f i scal imbalance , has l ed to a marked upsurge 
of nominal and real intere st rates ( to which other coun­
tries have had to adj u s t )  and gradually decl ining rates 
o f  GNP growth . As can be seen f rom the data in 
Table  8 . 1 ,  the rate of  change of Ml in real terms wa s 
negat ive for four years in a row , cons iderably shrinking 
the real stock of money ( M l ) and l eading to real intere st 
rate s that were extremely high by hi storical standards . 
The time pro f i l e  of the shi f t  from negative to po s itive 
real intere st rate s may wel l  have been somewhat different 
from that suggested by f igures  in Table 8 . 1 , which 
depicts real rate s s imply by subtracting the GOP deflator 
from nominal rates . Expected rates of  inf l ation tend to 
be greater than recorded price increases  in the initial 
s tages of an inflationary proces s ,  whereas the oppos ite 
is true for a de flationary proce s s  l ike the one initiated 
in 1 9 8 0 . I n  any event ,  the high real interes t  rates 
brought about by such a l iquidity squeeze  have g iven rise  
to  a strong dif ferential favorable to  a s sets denominated 
in u . s .  do l l ars , which have impo sed corre sponding 
financ ia l tighten ing and increases  in intere st rates in 
other countr ies to prevent exce s s ive capital outflows 
from tak ing place . Thu s ,  the exc e s s  demand for money 
and corre sponding exc e s s  supply of goods and service s ,  
pa rticularly those  whose demand i s  h ighly sensitive to 
changes  in interest rate s ,  c aused by pol icies  of monetary 
re straint in the United States have been immediate ly 
para l l e l ed in other ma j or indu strial countries and 
ultimately in the rest of the world . 

Additional l y ,  the fa l l ing rates of real GOP growth 
in the United States have reduced its volume of imports , 
thereby channe l ing deflationary impu l s e s  to the rest of 
the world through a reduced external demand . The se  
effects have been compounded by  the cyc l i c  behavior o f  
the U . S .  income elastic ity t o  import . Oue t o  specu lative 
inven tory cyc l e s  and protection i st pre s sures , import 
vo lume s tend to grow fa ster than output when real GOP is 
accel erating and to decrea se faster when it is decelera­
ting . Moreover , the inf low of capital as soc iated with 
the differential favorable to a s sets denominated in U . S .  
do llars  ha s given rise  to a sharp apprec iat ion of the 
do l l ar . The beneficial  ef fects for the rest of the 
world that should spring f rom the apprec iat ion of the 
U . S .  currency have been off set by the cyc l i c  behavior of 
imports just mentioned . I ndeed , the appreciat ion of the 
do llar ha s been very harmful to countries that have 
externa l debt and that import intermediate goods and raw 
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material s ( mostly denominated i n  u . s .  dol lars ) , by 
s i zably rai s ing the local currency value of their fore ign 
l iab ilities  and o f  their mos t  inelastic items in the 
import basket . 

The impact on nonoi 1  developing countries has been 
part icularly severe , as can be inferred from Table 8 . 1 .  
The rate of  growth of the ir export proceeds ha s fallen 
sharply a s  a result o f  lower unit prices and volume o f  
exports . They have undergone a marked deterioration of  
their terms o f  trade and have experienced capital out­
flows that have been attracted by the j ump in the rate of 
return of  financ ial a s sets denominated in u . s .  dollars  
and  a sub stantial acceleration o f  the speed with which 
the debt charges pile  up . Those developing countries 
with a heavy external debt have undergone not only a 
s i zable  augmentation o f  the debt burden but a l so the 
effects of decreased international flows of credit 
s temming from the growing propens ity of the bank s to 
reduce the ir ratio o f  aggregate external a s sets to 
capital in general and the ir ratio of aggregate external 
assets  to capital in debt- ridden economie s  in particular . 

The ma in a im o f  th i s  sketch o f  recent developments 
of  the evolving world economic scene is to identify the 
ma j or deflationary forces in the internat iona l economy 
and the channel s  through wh ich they have been operat ing . 
I n  es sence , the se forces are the l iquidity squeeze  and 
accompanying h igh real interest rates induced by u . s .  
f inanc ial pol ic ies , channeled to the rest of the world 
through capital markets and the fall  in income and demand 
for foreign goods transmitted through the markets for 
goods and s ervice s . The apprec iation of  the U . S .  dollar , 
the standard of value o f  the internat ional monetary 
sy stem,  has tran smitted deflationary impu l s e s  through 
both channel s .  

The preceding account i s  a rather standard analy s i s-­
though placing perhaps too heavy emphas i s  on the 
direction of causality running from the monetary forces  
to the rea l s ide of  the  economy--of the current world 
economic cr�s � s . One o f  the l imitations of  thi s  
approach , useful a s  i t  i s  i n  other respects , i s  its 
concentration on expla ining the recent downward movement 
of  the international bu sine s s  cycle , impl icitly a s suming 
that the world economy wa s in a stable  state of near 
equil ibrium at the beginning of the downswing in , say , 
1 9 7 8 . The setting in motion of def lationary forces and 
the ir propagat ion through the world economy is frequently 
described a s  an exerc i s e  in comparative static s by wh ich 
the current position of the wor ld economy is seen as the 
resu l t  of  changes  in certain causal variabl e s ,  such a s  
the rate of real growth of net pr ivate a s set s i n  the 
united States , or any other monetary aggregate starting 
from a stable  equi l ibrium situation . 

Th i s  ana lys i s  carries with it its own pol icy 
recommendation s . S ince the initial po s ition was one of 
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acceptable equ i l ibrium,  and current conditions point to 
the ex i stence o f  exce s s ive underemployment equi l ibrium 
and financ ial strains a l l over the world , the adequate 
course o f  pol icy is  to reverse the causal variables  to 
their original value s :  to reduce the U . S .  federal deficit  
and increase credit to the private sector , thereby 
attaining a new equil ibrium comparable  to the initial 
one in th e United States a s  wel l  a s  in the rest o f  the 
world . The u sefulne ss  and elements of truth in thi s  mode 
of analys i s  and pol icy reco��endations should not be 
denied . Neverthel es s ,  there is  a need for supplementary 
explanations of  the weakne sses  currently plaguing the 
world economy and fundamental questions of international 
monetary pol icy that cannot be answered by us ing thi s  
analytical frame . The answers t o  questions relating to 
the relative s tab i l ity of the new equil ibrium achieved 
by pursuing the policy action s based on the forego ing 
analysis  and to the conditions that should be met to 
prevent another phase of world  recession and severe 
f i nanc ial strains require some knowledge of the dynamic 
properties of  the world economic system .  An attempt to 
furni sh some e l ements out of whi ch tentative an swers to 
these que st ions could be g iven is made in the fol lowing 
paragraph s .  

A Bus iness  Cycl e  View o f  Current Stra ins  
in the I nternational F inancial System 

The dynamic properties of  the world economy can be 
ascertained by using the same bus ine s s  cycl e  analytical 
apparatus app l i ed to the s tudy of  national economies . 
Specif ical ly,  the sort of cyc lic  oscil lations to which 
the world economy i s  now sub j ect  are best analyz ed by 
reference to the sort of proces ses studied by the so­
cal led monetary explanations of the bus ine ss  cyc l e . 1 
Before proceeding , there i s  one question worthy o f  some 
detai led considerat ion regarding the extent of inter­
dependence needed among nationa l economies , for the 
d i f f erent countries of the world are following es sentia l ly 
the same cycl ic path . I t  should be pointed out tha t ,  
f o r  the val idity of the views and corol laries drawn from 
see ing the dif ferent economies of the world moving around 
a common business  cyc l e ,  it is not a necessary condition 
that goods and capital markets are ful ly integrated and 
ruled by perfect arb itrage relationsh ips . For the . 
va l idity of  those consideration s ,  it i s  suf fic ient that 
the degree and nature o f  interdependence among national 
economies be such that di s integrating devices l ike 
capital control s ,  f l ex ible  exchange rates , or protection­
i sm either have a very na rrow insulating capacity or 
none at all , the ir insulation e f fects being rapidly 
off set and short l ived . A brief account of the ma in 
features of  th is interdependence wi l l  su f f ice to show 
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that th i s  i s  certainly the case  with the current struc ture 
of the world economy . 

The Nature and Degree o f  World Economic I nterdependence 

The nature and intens ity of the international l ink s 
binding the economic l i f e  o f  each country to that 9f 
every other prevent national macroeconomic pol ic ie s ,  with 
the exception of thos e  in the United s ta tes , f rom exert­
ing any systematic influence on the internationally  
imposed cyc l ic path . As i s  wel l  known , until recently 
internationa l  trade in goods and services  has been grow­
ing faster than national output , thereby increas ing the 
overal l  exposure o f  national markets for goods and ser­
vices to events  and pol icies  in other countries . Over 
that period , convertib i l i ty among the main currencies-­
and through them among the other ,  hanging , currencie s ,  
the gradua l l ifting o f  capital contro l s , and the 
emergence of a powerful system of world f inanc ial 
intermediation have considerably increa sed the inter­
national mob il ity of capita l a s  wel l a s  the share of 
tradabl e  f inancial a s sets in nat ional s tocks o f  capita l . 
The e f f i c i ency of  rema ining , or newly impo sed , capital 
contro l s  ha s been eroded cons iderab ly in the course of  
time , mak ing it very diff icult to control international 
movements of capital to any s ignif icant degree . 

Many o f  the devices  currently in place to control 
capital movement s were conceived and implemented when the 
stock o f  capital wa s rather small  relative to normal 
conditions . On the whol e ,  current capital-control 
mechani sms were des igned during the interwar depre s s ion 
and the period immediately fol lowing World War I I . I t  
wa s relatively ea s ier t o  control capita l  movements during 
the 1 9 5 0 s ,  in a world economy impoveri shed by the war ,  
than i n  success ive periods where the normal stock-flow 
ratio between capital and income wa s restored . The 
accumulation of capital al l over the world resul ting f rom 
the high rates o f  growth during the 1 9 6 0 s ,  together with 
the integrat ion of ma j or capital markets , has made it 
increas ingly dif ficult for remaining , or newly estab l i shed 
contro l s , to prevent capital from moving into the 
f i nancial c enters off ering better prospects through the 
many l eakages left open by technolog ical advance s  in 
communication s  and transport systems , f inanc ial innova­
tions , and more integrated markets for goods and servic e s . 

In  rel ation to the nature of thi s  growing inter­
national interdependence ,  the relevant data are the 
increa s ing weight o f  the United States in world production 
o f  internationa l l y  traded goods and in internationa l ly 
traded a s sets . Over the pa st decade , the propens i ty of 
the U . S .  economy to import goods and nonfactor services 
ha s more than doubled , aris ing f rom oscil lations around 
a trend of about 4 percent to about 1 0  percen t ,  the 
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export propensity having followed a corre sponding be­
havior . More importantly , the role played by U . S .  
dollar-denominated f inanc ial a s sets and l iab ilities  in 
world f inance , which had increa sed continuously s ince the 
inc eption o f  the B retton Woods system, ha s been dramati­
cally s trengthened with the recyc l ing proc e s s e s  o f  oil 
surpluses and devel opment o f  international bank ing and 
Eurocurrency markets . 

The main impl ication of thi s  i s  that a s  a produc er 
of traded goods the united S tates i s  comparabl e  in s i z e  
t o  other ma j or economies , wherea s i t s  po sition a s  a price 
setter in world f inanc ial market is ,  for a l l  practical 
purpo se s ,  that of  a monopo l i s t . Thus , for exampl e ,  the 
implementation of  a pol icy o f  monetary restraint in the 
United S tates leads to higher intere s t  rates that attract 
capital inflows f rom the re st o f  the world . The s i z e  of 
the U . S .  capital market is such that thos e  inflows of 
foreign saving s are not l ikely to have any s ignif icant 
e f fect on U . S .  domestic interest rate s . Con s equently , 
the behavior of  intere st rates in the United State s ,  
and o n  other a s sets denominated i n  U . S . dollars  l inked to 
U . S .  dome stic a s sets , are the resul t of e s sentially U . S .  
economic pol ic i e s . 2 Thi s  i s  a ma j or departure from the 
B r i t i sh- l ed world economy of  the nineteenth century and 
f i rst decades of the twentieth , when f inanc ial conditions 
in Lombard S treet were h ighly sen s it ive to external 
capital flows . It i s  a l so a s ituation that violates 
crucial  conc l u sions o f  convent iona l balance-of-payments 
theory based on such a world . 

Perhaps the ma j or impl ication i s  the inab i l ity of  a 
system of  f lexib l e  exchange rates to provide the non-U . S .  
world wi th protection aga inst foreign disturbances . A 
pol icy of  f inanc ial res traint in the United S tates wi l l  
communicate i t s  ef fects t o  the rest of  the world through 
the rapidly c learing cap ital markets . The impact of  
monetary contraction and the fa l l  in externa l demand on 
the product ion l evel s of tradable and nontradable  goods 
in those  countries  wi l l  be immediate , and there i s  not 
much that exchange rates can do to improve that situation . 
They can certa inly induce the proc e s s  pointed out in 
Note 1 ,  but the importance o f  the se  e f fects is re latively 
negligible . F lexible exchange rates , however ,  can have 
important insulat ing ef fec t s  for individual nation s if 
the respon ses  of  diff erent countries to U . S .  polic ies 
differ s ignif icantly . It i s  not probab l e ,  however , that  
there can  be more than a few countries that manage to 
e scape f rom the U . S . - induced defl ationary impu l s e s  at the 
expense  of other s , and in condition s of worldwide 
reces s ion s , it is doubtful tha t the¥ can do so at a l l  
f o r  any s ignif icant period o f  time . 
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The ma in a im of  the se paragraph s  is t o  apply the 
monetary theories of bu s ine s s  cyc l e s , phenomena developed 
by pre-Keynes ian economi sts , to the analysis  of  the world 
economy . There i s  a need to return to thi s  theoretical 
approach because , contra ry to s tandard static analy s i s ,  it 
l ink s the expans ion and ensu ing contract ion pha ses  of an 
economy evolving over time , and the relationsh ips between 
real and monetary disequ i l ibria are not as ea s ily for­
gotten . 

Although there are signif icant differenc es  among the 
va rious theories of bu siness cycles  that  place heavy 
empha s i s  on monetary factors , and it is certainly diffi­
cul t to  put forward a presentation doing j ustice to  them 
a l l , it is pos s ible  to synth e s i z e  some common f eatures  and 
give a simpl if ied account of a bu s ine s s  cycl e  induced by 
monetary forces . � Th i s  is done  in the following l ines 
trying to s ingle out the ma in elements behind the upswing 
and th e downturn of  a cyc l ic movement . I n  what follows , 
re ferences  to a money , capital , or credit marke t  shou ld 
be unders tood a s  an analogue for the set of  all depos it­
tak ing and lending banking activities that are made in 
dol lars and other internationa l reserve a s sets . Addi­
tional ly ,  no breakdown o f  the term structure of interest  
ra tes i s  done . Therefore ,  references to  the long - term 
rate o f  interest should be seen as  referring to the 
natural or equ i l ibrium ra te . Thi s  rate , in turn , would 
be th e one that , under g iven conditions ,  keeps the rate 
of growth of  money income in pace with that o f  real 
output and noninflat ionary expectations . 

The Expans ion Process  

A typical monetary cycl e  is  set in motion by  a 
growing di screpancy between f l ows of voluntary hoarding 
and rates of credit c reation . If unchecked , thi s  
discrepancy , whether it i s  origina l ly caused by over­
exten s ion of ' credit or is the re sul t of maintaining 
rate s of credit wh ile voluntary saving s fall , wi l l  
generate tendenc ies l eading t o  over investment and over­
indebtedness situation s . As suming that previous rates 
of  growth o f  credit and flows of  monetary saving s were 
con s i s tent with full employment growth of output and 
noninflat ionary expectations ,  disequ i l ibrium in the money 
market will  cause nominal income to grow fa ster than out­
put volumes . Money rates of  interest wi l l  usua l ly fall  
or , in any event , real  rates of interest wil l  decl ine 
in relation to the natural long-run rate , c reating a 
premium for borrowers that further increases their 
demand for credit . During these initial stage s of  a 
process  of  monetary overexpans ion , the total supply o f  
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credit by banks i s  h ighly elastic and can accommodate the 
increasing demand of  borrowers without s ignif icantly 
eroding the differential between the go ing real interest 
rate and the long-term one . Thi s  proc ess  ha s a l so a 
counterpart on the rea l side o f  the economy s ince the 
rate o f  intere st not only regulates monetary phenomena 
but a l so inf luences  the al location of product ive factors 
to dif ferent branches of  economic activi ty . 

As long a s monetary di sequil ibrium pers ists , sector s 
where the capital con straint i s  more binding wil l tend 
to expand faster , re lative to trend s ,  than others . They 
wil l  absorb a greater share of the exce s s  supply of  bank 
credits that have no counterpart in vOluntary hoarding 
but rather are backed by art i f icial saving s coming out of 
the very monetary overexpans ion . The se sectors ,  in 
greater need of  capital and more benefited by the lower­
ing of real interes t  rates and ava i labil ity of credit , 
wil l be prone to achieving faster rates of growth relative 
to other sectors than would be the case in conditions of 
monetary equ i l ibrium . Thu s ,  many investment pro j ects are 
launched , f inanced out of bank credit creation in exce s s  
of voluntary saving s ,  who se viab i l i ty depends o n  the 
persi stence of di sequ i l ibrium cond itions in the money 
market .  Many investments , not viable  at equ i l ibrium 
real rates of intere s t ,  are undertaken on the expecta­
tion s that current relationships between f inanc ing 
conditions and inflation will  persist  long enough to 
make them prof itable . Overinvestment and mal investment 
phenomena , inve stment pro j ects whose  maturity and 
profitab i l ity are not compatible with equ i l ibrium con­
ditions in the money market,  are thus emerg ing . 

s tandard monetary theory of national economies 
usually neglects the analys i s  o f  the ef fects on the 
rela tive structure of sectors of the distribution of an 
exces s ive stream of money creation , by cons idering them 
trans ient e f f ects . According to that theory , a l though 
the f irst impact of  monetary disequi l ibrium may be un­
evenly di stributed , in time it wi l l  be proportionately 
shared by al l sector s of  the economy ; relative prices  
are thu s determined only by  real factors , monetary 
disturbances being ab le only to produce trans ient al tera­
tion s of  the price struc ture . I n  the case of the world 
economy , however , exc e s s ive international money creation 
may l ead to the structure of relative prices or relative 
rates of growth o f  countrie s ,  which can be approx imated 
by the s imi le of sectors in the preceding l ine s ,  being 
distorted for prolonged periods . 

I t  should not be d if f icult to identify a cumulative 
proce s s  of  monetary di sequ i l ibrium in the world economy 
in the late 1 9 6 0 s  and early 1 9 7 0 s  and , aga in , in the 
mid- 1 9 7 0 s  in broad conformity with that theoretical 
pattern . The impact o f  monetary overexpans ion in the 
United States during the l ate 1 9 6 0 s  and early 1 9 7 0 s  
wa s largely channel ed to developing countries and wa s 
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perpetuated by the acce lerated development o f  Euro­
f inanc ing . Th i s  development was itsel f accelerated by 
the per si stence of negative rea l rates of interes t .  
Al though Eurocurrency markets offered greater nominal 
rates o f  interest than other capital markets , those rate s 
were not keeping pace with inf lationary expectations . 
The degree to wh ich monetary di sequ i l ibrium continued to 
persist  during the f irst oil  shock is  dif f icult to a s s es s . 
With the bene f i t  of  h indsigh t ,  however , it could be said 
that credit creation was allowed to f i nance greater 
current account def ic its of  nonoil countries ,  and greater 
increa ses in the price of oil , than would have been 
des irable from a long- term perspective . 

The incentive to overlend to developing countries wa s 
reinforced by the tendency of the ir export prices and 
export proceeds to inc fease faster than the prices o f  
other tradabl e  goods and international trade , respect ively . 
There a l so was an incentive to overborrow on the part of 
producers of nontraded goods in some o f  these countrie s . 
I n  those countries where domestic pol icies  were such that 
prices of  non tradable goods were expected to rise faster 
than the exchange rate plus the international rate of 
interest , there was a premium for producers of  non traded 
goods to resort to external indebtedness--all  the more so , 
i f  they were fac ing domestic credit or .  external resources 
constraints . These factors had a bearing on enlarg ing 
the a l ready h igh d i f ferent ial between home and inter­
national real interes t  rates and induced commercial 
bank and publ ic- sector entities in some developing coun­
trie s to overborrow . 

These - dif ferential ef fects of a monetary dis­
equ i l ibrium on dif ferent sectors help to explain the 
distribution of the debt problem among develop ing coun­
trie s as wel l as sectorial a spects with in a g iven country . 
For a g iven internat ional nominal rate of  interest the re 
will  be d i f f erent real rates of interest for different 
borrowers , according to the relative pace at wh ich the ir 
earning s  are expected to rise , whereby domestic factors 
may inf luence the degree of  world monetary disequi l ibrium 
absorbed by the country . As shown by the data in 
Tab l e  8 . 2 , the re sort to indebtedness  with the inter­
nat iona l credit system ha s been much greater by develop­
ing countries in the Western Hemi sphere than in Asia . 
Thi s  has been due partly to different structura l  char­
acteristics and partly to d i f ferent domestic pol icy 
re spon ses between the two reg ions . For ins tanc e ,  
economies  i n  Asia have u sually a more developed long­
term f inanc ial segment in the ir capital markets .  
Additiona l ly ,  their  public sectors have achieved a more 
bal anced financ ial performance ,  whereby the degree of 
credit ration ing of  the private sector wa s lower than for 
countries in the We stern H emi sphere . Rea l interest rate s ,  
therefore , were general ly higher for developing countrie s 
in Asia than in the Western Hemi sphere dur ing the 
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inflat ionary expans ion proce s s . 
Al though domestic factor s are , of course , important 

in determining the dis tributional impact of  world monetary 
d isequ i l ibrium, it shoul d  not be inf erred f rom th i s  that  
adequate domestic pol icies  could have avoided , to  any 
s ignif icant degree , the current external debt c r i s i s  in 
the Western Hemisphere . For one th ing , banks were prone 
to lend to these countries that were growing very rapidly 
dur ing the late 1 9 6 0 s  and early 1 9 7 0 s  and , in f ac t ,  
during the f irst hal f  o f  the decade , a l though they were 
accumulat ing increa sed inf lationary pres sures . It is 
easy to s tate , with the benefit  of  h inds ight , that  tho s e  
rates o f  borrowing were exc e s s ive . I t  wa s much more 
d i f f icul t to antic ipate at the time the coming o f  real 
po sitive intere st rates and , in fac t ,  nobody d id . Once 
we take account of  the fact that  the future was unknown 
by the mid- 1 9 7 0 s ,  it must be recogni z ed tha t  it wa s 
neither pol itically fea s ib l e  nor economically e f f ic ient 
to ab stain from borrowing at real intere st rates that ,  
even a s suming domestic d i sc ipl ine , were very low by 
h i stor ical s tandards . 

The Contraction Proces s  

Busine s s  cycle  theorists  were particularly eager 
to show how a process o f  inf lationary expansion brought 
about by monetary d isequi l ibrium carried with it the 
seeds of  a cumulative proc e s s  of recess ion . Over­
indebtedness  and depress ion phenomena were seen as having 
their  origins in previou s overinvestment and inflationary 
expans ion , the gravity of  the rec e s sion being related to 
the magnitude of  the causal  inf lationary di sequi l ibrium . 

Several forces  are set in mot ion by the proc e s s  of 
growing monetary disequil ibrium, whi ch act by arresting 
the inflationary growth o f  real output that accompanies  
the expans ionary movement . There i s  a l earning proc e s s  
b y  wh ich savers anticipate better the e f f e c t s  of credit 
expansion on the purcha s ing power of their earnings so 
that they are l e s s  wil l ing to hold their saving s on 
f inanc ial a s sets with very negative rates of interest 
in succes s ive s teps o f  the expans ionary proce s s . When 
inflationary expectation s are very h igh relative to the 
nominal rate of intere s t ,  not only do savers tend to 
part with holding s  of f inanc ial a s sets but produc ers a l so 
u s e  up idle balance s  and reserves whose opportunity cost 
i s  very h igh when real interest rates are negative . 
Thu s , a s  inflationary expectations become embedded in 
wealth holders , it i s  increa s ing ly more diff icu l t  for 
bank s to extend credit at rate s below expected inflation , 
and the relationship between nominal interes t  rates and 
prices tends to approach the long-term trend . 

A second force at  work in check ing the growth of  
real output accompanying a proc e s s  of inflationary income 
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expans ion relates to the risk component i n  the rate o f  
intere s t . At any moment the market for loanabl e  funds 
wil l  be clearing by a structure of  interes t  rates re­
f lecting the different risk segment s  of  the market . 
Succ e s s ively g rea ter loans to the same borrower are not 
the same commodity , but different one s each carrying 
marginally  greater risk . Even a ssuming an in f initely 
elastic supply o f  internat ional credit for a certain 
period , a g iven borrower wil l  not face a cons tant 
interest rate for inc reased amounts of  loans . Regardle s s  
o f  what may happen t o  the internationally determined 
interest rate s ,  individual borrowers wil l  genera lly be 
faced with a gradual ly more inela stic supply o f  loan s ,  
depending o n  the growth o f  their outstanding debt . The 
trans i tion f rom a r i sk-ela stic to a risk- inelastic supply 
schedu l e  o f  c redit may or may not be a smooth one , . but 
sooner or l ater heavy borrowers wi l l  face sub s tantial 
increa s e s  in average interest  rates , a s  a ref l ection of  
an increa se in the risk component . On the other hand , 
bank s wi ll  not merely attempt to earn greater interes t  
rates f o r  their loans but wi l l  a l so lower c redit 
expans ion in order to restore the loanab l e  a s sets- to­
capital ratio that deter iorated dur ing the overlending 
period . I n  so doing , they wil l  attempt to reduce to an 
even greater extent the riskiest a s sets corresponding to 
the most heavily indebted borrower . 

The structure of  production wil l  move so a s  to 
conform with the new conditions in the money market .  The 
re s toration of  natural l ong- term rate s of interes t  
p l a c e s  a heavy burden o n  thos e  sectors in need of capital 
whose increa sed rate of  growth wa s contingent on the 
continuance o f  monetary disequil ibria and correspond ing 
cheap and abundant credit . Some inves tment proj ects 
mu s t  be l iquidated and other s  slowed down . Other sector s 
and activi ties that , whi l e  not exce s s ively indebted , 
were dependent upon the overborrowing and g rowth of  the 
former sectors are al so undergo ing a seriou s squee z e  
o n  the ir pro f i tab i l i ty result ing from the decrea sed 
demand for their products . A sub stantial part of the 
enlargement in real output bu ilt up during the upswing 
wi l l  thereby be destroyed in the course of the ensu ing 
depre s s ion . It is not only that many investment s  are 
l iquidated in an intermediate stage , but that a share of 
insta l l ed capac ity is no l onger prof itabl e  at all s ince 
its marginal produc t doe s  not cover costs inc lus ive of 
external debt service . 

A secondary depres s ion might take place i f  the 
feedback e f fects of ad justments in the real sector on 
the monetary s ide of  the economy are of suffic ient 
intens ity . S ince the expansion in many sector s wa s 
f inanced to a l arge extent by debt contraction rather 
than by savings of producer s , shares , or long- term loan s ,  
there i s  a r i sk that  debtors might fail  to ful f i l l  the ir 
obl igations , especially i f  the trans ition from negative 
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to positive real interest rates has been too abrupt , and 
real interest rates have overshot . There i s  the pos s i ­
b i l ity o f  a n  explos ive debt cycle . Real  debts increase 
with real interest rate s , and their  growth tends to in­
duce a further contraction o f  credit by bank s , which in 
turn wi l l  put additional pres sures on the debtors to 
service their  obl igation s . 5 

With the exception of  the process  of  secondary 
depres s ion , recent developments in the world economy have 
been in broad accord with the foregoing highly s implif ied 
theoretical pattern . However ,  over the period there were 
noncyc l i c  events that should be put into the picture to 
explain more adequately the severity of the external debt 
cri s i s . Above a l l , it must be pointed out that current 
real interest rate s are as  far from equil ibrium a s  the 
negative rates preva i l ing during the 1 9 7 0 s . As already 
mentioned , current real interest rates are the result of  
a distorted pol icy mix in the united S tates . The cycl i c  
forces  operating t o  arrest inflationary growth and 
negative real intere st rates have been magnified by the 
s i z e  and expectations on the U . S .  public- sector deficit . 
The U . S .  economy , the richest in the world , i s  importing 
capital from other countries ,  many of them developing one s , 
through s i z able current account deficits to finance a 
large proportion of  its public- sector deficit . The 
United States is receiving cons iderable capital inflows 
not only directly from the rest o f  the world but also  
indirectly through the crowding-out ef fect in inter­
national and U . S .  banking in f avor o f  U . S .  as sets and 
securities and against assets  in developing countries .  
Thi s latter effect has been reinforced by f inanc ial 
deregulation and innovation in the U . S .  capital market 
which have tended to reduce the degree of  f inanc ial inter­
national intermediation through Eurocurrency markets . 
Thus , the process  o f  contraction and the appearance o f  
problems of  servicing external debt have been accelerated 
and aggravated by those developments superimpo sed on 
cyc l ical factors . 

The gravity o f  the s i tuation calls  for action on an 
international bas i s  in  order to prevent the onset o f  a 
secondary depres s ion and eventual breakdown of  the inter­
national monetary mechani sm .  The fol lowing section con­
s iders the scope for action by international monetary 
institutions to deal with the strains threatening the 
cohes ivenes s  of the world economic fabric . 

THE SCOPE FOR ACTION BY INTERNATIONAL 
FINANC IAL INSTITUT IONS 

I n  the short run , there i s  not much that inter­
national financ ial institutions can do without appropriate 
pol icies  in the largest industrial countries . A necessary 
condition for the global recovery of  the world economy 
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and a satisfactory solution to the external debt problem 
is  obviou s ly the sustainabil ity o f  the recent pickup in 
the u . s .  economy . There seems to be general agreement 
that for thi s  to happen a change in the current stance 
of  the po l icy mix , correcting the trend toward greater 
budgetary di sequ i l ibrium , is needed . A vigorous and 
stable economic recovery wi l l  require steadi ly growing 
flows of private capital formation , which in turn call  
for  expectations o f  moderate and reasonably stable 
prices for the services o f  capital . A U . S .  economy that 
is  growing in the context of potential intere st rates 
closer to long-run value s wi l l  exert a powerful and 
bene ficial  inf luence on development countries and current 
external debt strains . A re storation of world  monetary 
equil ibrium and long-term normal real interest rate s wi l l  
ease the pressures to serve the volume of outstanding 
external debt tha t ,  for the most part , was contracted at 
f loating intere st rates . Even though spreads over the 
prime rate of  international lending wou ld continue to be 
very high for debt-r idden countries , the impact of  de­
cl ining real intere st rates and accompanying deve lopments 
in the rea l sector wi l l  substantially improve the economic 
c l imate and entrepreneurial expectations in such coun­
tries . 

Whereas the sustained recovery of  the u . s .  economy 
i s  certainly a nece ssary condition for the stabi l ity o f  
the financ ial system ,  it i s  b y  n o  means a suf f i c ient 
one . Even if the recovery consol idates and a strong 
noninflationary growth can be susta ined , it wi l l  render 
its e f fects on developing countries on ly after a certain 
lag . Whatever the length of th i s  lag may be , it should 
be kept in mind that the capacity to adj ust in many 
developing countries i s  rapidly reaching unsurpa ssable  
l imits . Moreover , the deteriorated state of conf idence 
in economic prospects throughout the world is  not going 
to improve overnight , even i f  def inite symptoms that the 
depre ss ion is over become apparent . Therefore , the vital 
ro le to be played by the internationa l f inanc ial insti­
tutions in general , and by the IMF in particular , over 
the period ahead can hardly be overestimated . The 
fol lowing paragraph s review some pos s ible actions by 
internationa l f inanc ial institutions in relation to the 
adjustment process  and international l iquidity creation 
in the short run . Their l imitations and shortcoming s 
in coping with the present world economic c r i s i s  are 
considered in the next section . 

Ad justment Processes  and The ir Financ ing 

One of the critical aspects of  the adjustment 
process  is the viabi l ity of the economic programs that 
many debt-burdened countries are currently imp l ementing . 
The achievement of  stable equil ibrium conditions in the 
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world economy may we l l  depend o n  the success  o f  the s e  
programs in attaining sustainable balance of payments 
structure s .  As analyzed in the section " The I nternat iona l 
Busine s s  Cycle and the External Debt C r i s i s , "  the se 
countries absorbed the large st impact of  world monetary 
di sequil ibrium and are suffering the gravest consequences 
o f  monetary adj u s tment in the largest industrial coun­
trie s . They are now forced to trans fer a s ignif icant 
proportion o f  the external re sources they received during 
the expans ionary proce s s  o f  the world economy . I f ,  how­
ever , they are requ ired to transfer an unbearable  amount-­
the total trans fer o f  f i nanc ial resources being measured 
by the difference between nominal rates of  interest 
attached to outstanding debt and the proportion accounted 
for by new lending over a corre sponding period 6 --the world 
economy could go into the secondary depres s ion phenomenon 
analyzed in the previous section . 

The I nternational Monetary Fund i s  monitoring and 
cof inanc ing many of these adj u s tment processes . IMF 
lending to finance adjustment programs is s imil ar to 
di scount pol i cy by central bank s in that it provides a 
certain amount of  credit conditional upon the observance 
of certain ratios related to the f inanc ial performance of 
the borrower . Contrary to what happens in the case o f  a 
central bank , however , the amount of  lending the IMF can 
extend i s  not s igni f i cant in relat ion to the dimens ion s 
of  the balance-of-payments probl ems of  these countrie s ;  
neither are the functiona l characteristics of the insti­
tution su ited to al low it to perform a s imi lar role in 
conditions o f  worldwide economic disturbances that are 
not of a mi ld , temporary nature . The Fund ha s not the 
capac ity to act as a l ender of last resort to central 
banks of  the world , rapidly facil itat ing bridge f inancing 
until  either ad j ustment or negot iated l iquidity provide s 
the needed external resource s .  Thi s i s  a rol e  that has 
been played by the Bank for International Settlements 
to some extent . The rationale  for the Fund in the se 
c ircumstances depends on its  capacity to channel inter­
national l iquidity f rom the world bank ing system to the 
countries carrying out severe adj u s tment proce sses . I n  
th i s  respect , the ro le of  the Fund in cutting the tendency 
toward sel f-defeating economic behavior on the part of 
the bank s through the ful l exercise  of its powers o f  
moral suas ion and its .pivotal po s ition in coordinating 
central -bank actions has certainly proved to be e s sentia l . 
The Fund ha s been able to induce much greater f lows o f  
international credit toward economies  making sUbstant ial 
adj ustment ef forts than voluntary lending wou ld have 
a l lowed . Having said thi s ,  there are some que stions to 
be raised in connection with the role of the Fund in the 
ad justment proce s s . 

For instance , it i s  questionable  whether the pre sent 
mix of adj u stment and f inanc ing in many of these  countries 
i s  adequate enough to ach ieve bal ance-of-payments 
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equ i l ibrium without inf l icting cons iderable damage o n  the 
growth capac ity or the social fabric of the countries 
concerned . Another fundamental and re lated que stion to 
be addre s sed i s  whether the response of the international 
f inanc ial system mon itored by the Fund to the first stage 
of  the external debt c r i s i s  cou ld be repeated , should 
the timing o f  the recovery process in the largest indu s­
trial countries fail to make viable the sort of  process  
toward external equil ibrium a s sumed by current adj u s tment 
programs . The only degree of f reedom left to the Fund 
in deal ing with the problems involved in these  que stions 
i s , as  mentioned , to a s s i s t  in the ad justment of tho se 
countries in need of  its resources and of  the pyramid of  
private credit that may be based on them . The room for 
maneuver o f  the Fund in this area , in turn , wi l l  depend 
on its capac ity to extend adequate amounts of resources 
to all countries implementing appropriate adj ustment 
po l icies . Private banks wil l  not easily increa se or ma in­
tain their exposure in developing countries if the IMF 
itself  does  not do the same . The continuous pre sence of 
the IMF in tho se countries could require changes in 
certain deeply rooted traditions l ike the revolving 
nature of  Fund re sources  and the reluctance to resort to 
external sources  of finance other than governments and 
central bank s . 

Problem o f  the IMF Resources  

The  IMF quota subscr iptions , on which its lending 
capacity has traditional ly been based , were increased by 
4 7 . 5  percent from SOR6 1 bill ion to SOR9 0 bill ion ( from 
about US$ 6 7  b i l l ion to US$ 9 8 . 5  b i l l ion)  when the E ighth 
General Quota Review came into ef fect at the beginning of 
1 9 8 4 . Mo st countries repre sented at the Executive Board 
o f  the IMF are concerned that these resources may prove 
inadequate to deal with the problems posed by current 
f inanc ial strains . These fears have been reinforced by 
the events as sociated with the diff iculties of some coun­
tries in servic ing the external debt and by the s i z able 
increase in the demand for the Fund ' s  resources . ? 
Addit iona l ly ,  the potential impact of  increa sed quotas on 
the Fund ' s contribution to the adj ustment proc e s s  has 
been somewhat eroded by the conc lusions reached by the 
Interim Committee of the Board of Governors of the 
International Monetary System at the meeting held on 
September 2 5 ,  19 8 3 . At thi s  meeting the dec i s ion wa s 
made to reduce the multiplier coefficient appl ied to the 
quota of members to determine the maximum amount of Fund 
loans and break the level of access  into two tranches .  

The extent to which th is  dec i s ion could o f f set the 
increased l ending powers of the Fund involved in the 
augmentation of quotas wi l l  depend on the interpretation 
o f  the two- tier system of  acces s  to the resources  



e stab l i shed in the dec i s ion . Even i f  the scheme i s  
app l i ed with flexib i l ity , the Fund could experience an 
exce s s  demand for its resources , s ince many countries 
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not hitherto involved with it  may request financ ial 
a s s i stance in the period ahead , as the pul s e  of  the 
recovery does  not seem to be f i rm enough . It wil l  then 
be neces sary to resort to external sources of f inance 
other than quota s .  Borrowing by the Fund from government s  
and o f f icial institutions i s  a time-consuming proces s ,  
and apparently i t  i s  unable to cover the f inanc ial needs 
o f  the institution in present c i rcumstances of the world 
economy . Therefore , the Fund should borrow from private 
f inanc ial market s in amounts and with the maturity 
dictated by the evolving world economic s ituation . The 
Fund ' s borrowing f rom private capital markets is l iable 
to cause a crowding out o f  internal as sets that are not 
now avai l able  for developing countries . Thi s  is a more 
de s irable development in the present j uncture of inter­
national capital market s , characteri z ed by a con s iderable 
dec line in the des ired external as set-to-capital ratio s . 
The Fund should make an attempt to seek the wide st 
pos s ible  spread of  maturities and to cover mos t  segments 
of  the international capital market s .  Idea l ly ,  it shou ld 
borrow e i ther in SORs or in the currenc ies  that compose  
its basket . 

The pre sence of  the Fund in private capital markets 
is  fu lly  j u s t i f ied on the grounds of  short- run con s ider­
ations and longer- term prospects . The uncertainties  
surround ing the  proce s s  o f  trans it ion toward viable  
external debt structures may g ive r i s e  to  a sudden need 
for the Fund to have substantial re source s  at its  
di sposal , should a ma j o r  unexpected development arise  
either on the  part of the bank s or of  the heavily in­
debted borrowing countrie s .  From a longer- term perspec­
tive , the wide spread presence of the Fund and the SORs 
in the markets could contribute to the march of the 
institution into a central bank along l ines cons idered 
in the next section . 

The SOR Allocations 

Another area in which there i s  scope for further 
action by the Fund is  the i s suance of  internationa l ly 
control l ed l iqu idity through SOR al locations . The 
Fourth Basic Period ( each ba sic  period being the time 
unit during wh ich creat ion of SORs is cons idered ) started 
in 1 9 8 2  without any prov i s ion for allocation . As a 
result  of  the voting structure of  the Fund , proposals  
for  an  SOR  al location have not  yet  obtained the neces sary 
ma j ority . 8 All the requirements for an SOR a llocation 
cons idered in  the Artic les  o f  Agreement of the Fund would 
appear to indicate continuous al location of  SORs over 
t ime so  a s  to convert thi s  into the centerpiece of the 
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international monetary system . From the inception o f  the 
SOR scheme it wa s c lear that al location of  SORs should 
be cons idered a s  an instrument that wou ld allow the share 
of  international reserves accounted for by SORs to grow 
over t ime . The development of  international bank ing and 
the growth of international l iqu idity over the period l ed 
to questions about the viab i l ity of  the SOR proj ect . 
Al though not o f f icially  and openly recogn i z ed ,  the sort 
o f  international monetary system centered on the SOR,  
wh ich commanded support by the ma j or ity o f  Fund members 
in the pa st , i s  no more the longer-term ob j ective into 
which international monetary arrangements should converge . 

Even though it  i s  c lear that the overal l  commitment 
to promote the SOR as a princ ipa l  reserve asset of  the 
international monetary system doe s  not command the wide­
spread ma j ority that  it  onc e did , it  is  paradox ical that  
the scheme has been que stioned when it is  mo st needed 
from the standpoint of its short-run potentialitie s . 
As analyzed in the previous section , the mechani sm for 
the generation of  international liquidity is  sub j ect to 
erratic fluctuation s whereby a period of  overexpans ion 
is fo llowed by a phase of exce s s ive contraction . The 
fall  in , or the absence o f ,  importance of the SDR has 
prevented it  from playing any signif icant role in check­
ing the expans ion or contraction o f  l iquidity . As for the 
contractionary phase currently go ing on , al though the 
range o f  al locations contemplated in various meetings of  
the interim committee would not have corrected the 
situation of international l iquidity in any fundamental 
sense , given the negligib l e  proportion o f  internationa l 
reserves accounted for by SORs , it would have af forded 
some rel ief  and strengthened conf idence in the existence 
of  a valve through wh ich the IMF could exert the ro le of  
lender of last re sort to the internationa l financ ial 
system .  Therefore , a l location of SORs should be re sumed 
in the short run , although in the longer run the attitude 
of  some national authorities to the relevant sections of 
the Artic les  o f  Agreement of  the IMF , in accordance with 
which the SOR would be made the princ ipal reserve asset 
in the system ,  mu st be c lari fied . 

One of  the problems rel ated to the creation of  SORs 
i s  that the allocation procedure tends to put more SORs 
in the hands o f  those  that need them l e s s . The distri­
bution o f  uncondi tional l iquidity in the form of  SORs 
i s not related to the relative reserve a s set needs of 
countries , at least not in the f irst impact , but to their 
relat ive quota in the IMF . It  wou l d ,  therefore , be 
convenient to conceive scheme s so a s  to redirect 
created reserve s through SOR al locat ion s to the countries 
in rel ative ly greater need o f  international l iquidity ,  
wh ich in any case would rece ive some rel ie f  by the SORs 
directly all ocated to them . One po ssibil ity would be to 
reach a compromi se for a loan to the Fund on the part of 
tho se countries that would receive the larger share in 
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SDR al locations . B y  thi s  means , SDRs would b e  trans­
f erred to the General Resource s  Account o f  the Fund and 
would be avai lable to increa se the f inanc ing to countries 
carrying out adjustment processes . 9 

As can be inferred from the foregoing cons iderations , 
the room for maneuver o f  international monetary institu­
tions in dea l ing with the current monetary crisis  is 
rather narrow . I n  the next section , some pos s ib l e  
explanation s  a r e  g iven o f  the reasons behind thi s  l imited 
capac ity of  these institutions that  are .supposed to be 
the guardians of the international monetary system in 
prevent ing and coping with the external debt crisis . 

SHORTCOMINGS AND L IMITATIONS OF INTERNATIONAL 
FINANCIAL INSTITUTIONS 

The fundamental ax iom upon which the B retton Woods 
system wa s bui lt wa s the continuous exi stence of  con­
ditions of  approx imate equ il ibrium in the world . The IMF , 
in particular , wa s des igned to operate with in the context 
of  a world moving along an equil ibrium path . I t  wa s 
conceived to support a world economic system in equ i l ibrium, 
the foundations o f  which were to be e stab l i shed by means 
and actions beyond the scope of  the Fund . The ma j or post­
war economie s were brought into the equil ibrium zone by 
direct grants and loans from the United States to the 
European countries tha t ,  by then , were the ma in capital 
importers in the world . Once these actions out side the 
Fund were implemented and took ef fect , that agency wa s 
cons idered responsible for providing the necessary 
gu idance and international l iquidity to correct minor 
deviation s aris ing in the economic performance o f  a few 
countries and that o f  the rest o f  the world following an 
equil ibrium pa th . It wa s  bel ieved that the commitment to 
ful l employment in the l arge st industrial i z ed countries 
along with f ine tun ing pol icies  would guarantee the 
ach ievement o f  adequate and stable rates o f  growth for 
the world economy a s  a who l e . Thi s  view wa s fully 
embodied in the design o f  the functional features and 
general purposes  of the IMF . 

I n  a world in which overal l  depress ion or inf lation 
was ruled out , instanc e s  o f  disequ i l ibrium were con­
templated as disparities between the level s of cost s ,  
income s ,  and prices between one country and the rest of  
the world . According to the rules  and regu l ations of  
the IMF , that country could finance its  external dis­
equ i l ibrium by drawing f rom the institution if  the 
factors leading to the imbalance were of a temporary and 
sel f-correcting nature . If the disequi l ibrium wa s j udged 
to be " fundamental , "  the only precise  def inition for thi s  
being t o  cons ider i t  non- self-revers ing within a rel a­
tively short period of  time , the country wa s a sked to 
devalue and impl ement a f inanc ial package as a prerequ i s ite 
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to draw from the Fund . A non- sel f- revers ing fundamental 
equil ibrium was thought to be amenable to short- run 
treatment . The mix of expenditure- cut and expenditure­
switching pol i c i e s  of  the Fund ' s  programs woul d  bring the 
country back in l ine with international equ i l ibrium con­
ditions in a short period of time , al lowing the prompt 
repayment o f  the temporary credit extended by the Fund . 
The financ ial resources o f  thi s  in stitution were thus 
seen a s  a revolving fund , drawings from which were to be 
repaid after the relatively short period needed to 
correct minor disequil ibria . 

I t  i s  important to rea l i z e  that in the pre sence of  
a worldwide cyc l ic depr e s s ion of a certain length and a 
g iven nature and degree o f  world economic interdependence ,  
th i s  scheme break s down completely . I n  the face of  a 
worldwide rece s s ion or ig inating in one or more large 
industrial countrie s ,  s imultaneou s e f forts by other coun­
tries to correct external imba lances  through domestic 
def la tion and devaluation could lead to further f al l s  in 
their  export proceeds , thereby aggravat ing the s ituation 
and plac ing the whole burden of  ad j u s tment on the income 
mechani sm operat ing through the import s ide . More 
importantly , i f  worldwide depres s ions are cau sed by 
inf lationary overexpans ion , what i s  needed then is to 
curb exce s s ive monetary growth in the largest indus ­
tria l i z ed countrie s . The IMF not only lacks the mean s 
to ach ieve th i s  end , but it a l so requires a completely 
different conceptual apparatu s . The bui l t- in contradic­
tions of the Bretton Woods system that  ultimately led to 
its breakdown are wel l  known , and there is no need to 
dwel l  upon them further . What i s  l e s s  f requently taken 
into account,  however ,  is the bearing that the a s sumption 
of  a world economy smoothly evolving around an equ i l ibrium 
path ha s on the effective functioning of the international 
monetary system . From the beginning of the Bretton Woods 
negot iations there were two distinct views a s  regards the 
inst itutional structure needed to support the inter­
national monetary system:  the Keynes ian view of a world 
centra l bank and the U . S .  view of  a stabi l i z ation fund . 
I f  the world economy was supposed to move along a path 
of s tab l e  equil ibr ium,  there was obviously no need for a 
world central bank us ing whatever as sets it might have to 
prevent ma j or departure s from equ i l ibrium .  All that wa s 
needed wa s the sort of stab i l i z ation fund actually 
brought into being . However , worldwide cyc l ic ma j or 
disequ i l ibria call  for an international agency endowed 
with the powers and means  to stabil i z e  the world credit 
cycle . Only i f  the IMF were redes igned around the image 
of  a centra l bank could it be in a posit ion to carry out 
one j ob of  ensur ing a path of  stable growth for the 
world economy . 

These shortcoming s and l imitations o f  the Bretton 
Woods institutional net did not pas s  unnoticed when the 
system was initiated and , indeed , originated some 
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propo sals  for a lternative international f inanc ial 
arrangements . For instance , in Jacob Viner 1 0 there can 
be found no le s s  than f ive e s says , dated 1 9 4 5- 1 9 4 7 ,  con­
ta ining h i s  propo sal for a countercycl ic international 
lending agency a imed at s tab i l i z ing employment throughout 
the world . The central theme of  thi s  proposal  was the 
need for a s et of internationa l agenc ies that embodied the 
re spon s ib i l i ty of  the l arge s t  industria l ized countries 
for stable  world economic growth , including that in the 
backward regions of the world . The ma in long-run opera­
tiona l princ iple was the apparently s imple  idea of 
collecting funds at times of bus ine s s  expan s ion and l end­
ing them at time s of  economic pres sures .  For short- run 
di sequ i l ibria stemming from a distorted world d i s tribu­
tion of  payment imbalance s ,  compul sory arrangements were 
envisaged by which external credit was to be extended 
from surplu s countries with reserve currenc ies  to those 
others whose shortage s  o f  international reserves and 
l iqu idity were related to the formers ' surplus .  S imilar 
scheme s were put forward by two United Nations reports ,  
National and I nternational Measures for Full Em 1 0  ment 

1 9 4 9 )  and Mea sures for International Economic Stab i l ity 
( 1 9 5 1 ) . I t  i s  intere sting to note that the latter report 
deemed it necessary to carry out far- reach ing changes  in 
ex isting international arrangements along thos e  lines 
even though the world economy followed an equil ibrium 
pa th . It wa s believed by the authors of the report that 
the cycl ic instability o f  the U . S .  economy , even if  not 
departing s ignif icantly from the equil ibrium path , might 
g ive rise  to exces s ively distortive repercus s ions for 
developing countries . 

I t  mu st be accepted that any ser iou s pro j ec t  o f  
international monetary reform must come t o  terms with the 
problem of s tab i l i z ing the world credit cycle  and avoid­
ing ma j o r  disruptions of  an e s sential ly monetary origin . 
I nternational monetary pol icy i s  the task of inter­
national monetary agenc ie s . In a way , it would not be an 
exaggeration to say that the severity of  the current 
c r i s i s  o f  the world economy i s  partly due to the per­
s i s tence of the ins titutional t i s sue , with broadly the 
same operational feature s ,  o f  the Bretton Wood s system 
even though the ba s ic a s sumptions that made that system 
viabl e no longer ex ist . A cruc ial opportunity to funda­
mentally correct the system and adopt it to the changed 
structure and behavioral features of the world economy 
wa s missed during the discu s s ions on world monetary 
reform during the early 1 9 7 0 s . For a number of rea son s  
those attempts were frustrated . F i rst , there wa s the 
reluc tance of countries to accept constraints on the 
conduct of the ir monetary po l icies  in the short run that 
are impl icit in any seriou s pro j ect of  a reformed 
monetary system, and , second , the bel ief in the insu lating 
properties of a system of f l ex ible exchange rates . The 
nonre form of the international monetary system ha s 



2 1 6  

certainly not been without cost for the world economy . 
As J .  Wil l iamson has put it , " And so the world ended by 
getting exactly what i s  impl ied by thos e  attitudes--a non­
system with no coherent mechanism for monetary coordina­
tion but relying instead on markets to reconc i l e  the un­
coordinated . We are sti l l  l earning how high a price in 
terms of  economic e f f ic iency ha s been paid for the triumph 
of monetary nationa l i sm . " l l  

THE WORLD MONETARY SYSTEM AND THE INTERNATIONAL 
BUSINESS CYCLE : A LONGER VIEW 

The view that the prof it motive , if  work ing alone , 
cannot l ead to an optimal structure of  the money markets 
has long been shared by most  economi sts . Theoret ical 
cons iderations a s  wel l  a s  h istorical experiences suggest 
that i f  left unchecked competit ion in these markets  wi l l  
tend t o  break down any monetary standard . Thus , a role 
for government in monetary and bank ing arrangements ha s 
been accepted by economi sts  of a l l  schoo l s . E ither a 
commodity s tandard or a f iduc iary standard , i f  left to 
private initiative , would be inherently unstable  and 
eventua l ly break down . The ma intenance of a commodity 
standard in a growing economy with price stabil ity re­
quires a cons iderable  amount of real re source s  to produce 
the des ired accretion s  to the stock o f  the monetary 
commodity . The use  of  a relatively sub s tant ial volume of 
rea l resources  devoted to thi s  purpose , together with the 
great diffic ulty had by producers of  the monetary 
commodity to match the demand for it , estab l i shes  .strong 
incentives to f ind cheaper way s of providing the exchange 
medium . F iduciary elements are thus introduced into the 
monetary system .  

I f  the government does not intervene a t  th i s  stage , 
many individual i s suers wi l l  be encouraged to i s sue 
additional amounts of f iduc iary currency a s  long a s  its 
cost of  produc tion i s  lower than its purchas ing power , 
whereby there will be a tendency to drive the monetary 
commodity out o f  c irculation . Additionally , it would be 
diff icult to prevent over i s sue of  the f iduc iary commodity 
by individua l producer s ,  and eventua lly a failure o f  some 
producer to ful f i l l  its promi ses to pay wi l l  take place . 
Because of the perva sive and ethereal nature of money , 
there i s  a risk for a chain reaction a ssociated with the 
fa ilure of individual produc ers . Even if the conse­
quence s  of eventual failures on the part of  individual 
producers did not lead to the breakdown of  the system, 
the i s suance of the f iduc iary medium would be sub j ect to 
costly erratic oscil l ations . The government has ,  
therefore , a role to ful f i l l  in the control  and expans ion 
o f  monetary and banking arrangement s setting boundaries 
to the oscil lat ion o f  f iduc iar¥ media induced by the 
working of the profit  motive . l  
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The question arises  a s  to whether thi s  reasoning i s  
also  appl icable t o  the argument in favor of a super­
national central bank superv i s ing national banking and 
monetary arrangements . Caution should be exerc i sed in 
drawing too stra ightforward a parallel  between nat ional 
and world monetary arrangements . I t  i s  d if f icul t ,  how­
ever,  not to think that the international monetary system 
has over time been sub j ect to a dynamic instabil ity of a 
nature e s sential ly identical to that rul ing in purely 
private monetary systems . The so-cal l ed gold standard , 
wh ich was o f  course a mixed commodity-- f iat money system ,  
broke down because of the inabil ity of  governments to 
control the ratio of gold to internationa l ly accepted 
f iduc iary media despite the cal l s ,  on the part of  many 
economi sts , for a world central bank - l ike institution 
to manage that ratio . 1 3 The gold exchange standard of 
the Bretton Woods sys tem cea sed to exist  because  o f  
overi s sue o f  the international f iduc iary money . The 
f iduc iary do l lar  standard has certa inly been sub j ect  to 
epi sodes of overi s sue by the main producers of  the inter­
national medium of  exchang e ,  with costly consequences for 
the world economy . I t  i s  true that the ex i stenc e of  
central banks at the national level would seem to be 
suf f ic ient to prevent a widespread failure and eventual 
breakdown of  the world monetary sys tem . In  any event , 
the consequences  of  overi s sue could s t i l l  be very damag ing 
for the world economy and particul arly for those countries 
with a lower share o f  the wea l th o f  the world . There is  
no mechanism in the dol lar or mul t iple-re serve inter­
national standard to prevent processes  of cumulative 
monetary disequi l ibrium f rom happening along with the 
accompanying phenomena of overindebtedne s s ,  overinves t­
ment ,  and mal investment and the ensuing overk i l l ing 
adjustment ef forts . 

As suming that the short- term probl em o f  atta ining 
monetary equil ibrium in the Uni ted S tates and the world 
can be solved , the long- run question of  what should be 
done to prevent these experienc e s  from happening again 
mu st be addressed . The only e f f ic ient corrective to dea l 
with defic ienc ies in monetary arrangement s  aris ing f rom 
the tendency o f  individua l entitie s ,  be they commerc ial 
bank s in a national monetary system or reserve currency 
countries in a wo rld f inancial system ,  to overis sue from 
time to time is to ensure the impo sition of ceil ing s 
and f loors on the credit cyc le  by a superior authority . 

Certainly the fact that pol itical interdependence 
and cooperation have not kept pace with the growth of 
economic interdependence must be reckoned with . After 
a l l , the B retton Woods institutions we now have were 
conc eived and made pos s ible  a s  a re sult of World War I I . 
I t  could then be that there i s  no scope for effective 
internat ional monetary scheme s ,  unl e s s  some ma j or 
disruptions of  the economic fabric o f  the world take 
place . The pos s ib i l ity may aris e ,  therefore , that 
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optimal monetary arrangement s for the world are not 
pol itically f ea s ible yet . Thi s , however ,  is  not for the 
economis t  to dec ide . I f  suboptima l  pro j ects are put 
forward with a view to the pol itical constraints , the 
f inal outcome of the ir d i scuss ion would be a more in­
adequate system than would otherwis e  be produced . With 
these  cons iderations in mind , it might not be al together 
usel e s s  to review some element s o f  the theory of a world 
central  bank . 

One of  the mo st articulated theoretical approaches 
to a world central bank can be found in the second volume 
of J .  M .  Keynes ' s  A Treatise  on Money . Writ ing with in 
the context o f  the interwar restored gold standard , 
Keyne s proposed a scheme to ensure the viab i l i ty of  the 
internat ional gold standard and make it compatible with 
stab i l i ty o f  prices and income s throughout the world . 
I t  may be u seful to look into these  proposals  with some 
detail once aga in s ince , a lthough they were formulated 
with the internat ional gold s tandard in mind , they are no 
l e s s  val id for an international f iduc iary standard . 1 4 

At the t ime of writing the Treati s e , Keyne s placed 
heavy empha s i s  on the role of  monetary factors beh ind the 
trade cyc l e  and the importance and effectivene s s  of 
monetary pol icy in stab il i z ing it . For the very open 
British economy it  wa s not po s s ibl e ,  however ,  to control 
the growth of  the dome stic stock of money if th e external 
sources of its viabil ity were not l ikewi se control led . 
Thi s  led Keynes to tackle the i s sue of needed monetary 
management at the supernat ional level . Speculating on 
the des irab l e  and fea s ible monetary arrangements for the 
world economy , Keynes came to the conc lus ion that the 
creation of a supernational central bank wa s needed to 
carry out an internationa l monetary pol icy a imed at 
stab i l i z ing the long-run value of gold and minimi z ing 
short- run f luctua tions . 

I am di sposed to conc lude , therefore , that if  
the  var iou s d i f f iculties  in the way of an inter­
nationally managed gold s tandard could be over­
come within a reasonab l e  period of time , then 
the best practical ob j ective might be the 
management of the value of gold by a Super­
nationa l  Authority , with a number of national 
monetary system clustering around it , each with 
a di scretion to vary the va lue of its local 
money in terms of  gold with in a range o f ,  say , 
2 percent • • . •  1 5 The ultimate probl em before 
u s  i s ,  therefore , the evolution of  a means of  
manag ing the value of gold  itself  through the 
agenc¥ of some k ind of supernational institu­
tion . 6 

Having estab l i shed the need for a " supernation� l "  . inst itution re spons ible  for the management of 1nternat10na 1 
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monetary pol icy , h e  then set out t o  analyze the ends and 
means of  international monetary management . I n  Keyne s ' s  
view ,  international monetary pol icy should be so managed 
as to stab i l i z e  the long-period trend of  the value of 
gold in terms of  an index of wholesale product s  inter­
nationally traded , which Keyne s cal l ed the international 
tabular standard . 1 7 

Some of the properties Keynes a s sociated with thi s  
standard are particularly rel evant for today ' s  inter­
nationa l monetary disease . S inc e prices of  commodities 
and wholesale  products are l ikely to fall relative to 
the price of services with the pace of technolog ical 
advance , stab i l ity of  the value of  national moneys in 
terms of the tabular or wholesale  standard will imply a 
downward tendency o f  the purcha s ing power o f  national 
moneys in terms of  con sumption or reta i l  goods . Nationa l 
structures o f  prices evolving a long such a long- term 
path were considered by Keyne s to b e  mo st effic ient . 
According to h im,  such an upward trend in the co st  of  
l iving induced by the stab i l i ty of the tabular standard 
wou ld fit in with the exogenou sly g iven tendency o f  
nomina l  incomes t o  rise , thereby preventing the short- run 
disequil ibrium stemming from increases  in nomina l earn­
ings unmatched by corre sponding movements in pric e s  of 
f ina l goods . 

I n  a s s e s s ing thi s  view , the c ircumstance s  that 
surrounded the appearance o f  Keyne s ' s  A Treati se on Money 
in 1 9 3 0  should be taken into cons ideration . Keynes had 
in mind a proce s s  of  def lation that had a particularly 
damaging impact on tho se individual s  and enterprises  
that had  contracted debt obl igations at a f ixed interes t  
rate and were fac ing a growing burden t o  service the 
debt .  These  obl igations eventually proved to be un­
bearable . As he sa id , 

I th ink it i s  de s irab l e  that obl igations .arising 
out o f  past borrowing , of which National Debts 
are the mos t  important,  shoul d ,  a s  t ime goes on , 
gradual ly command l e s s  and l e s s  of human e f fort 
and o f  the results  of human effort � that progre s s  
should loo sen the grip of  the dead hand � that the 
dead hand shou ld not be allowed to gra sp the 
fruits of improvements made long a f ter the l ive 
body wh ich once directed it has pa s sed away . I 8 

A second property of  thi s  international monetary 
system would be ,  in Keynes ' s  opinion , its stab i l i z ing 
effects  on short- term bu s ine s s  f luc tuations . Bu s ine s s  
cyc l e s  were seen b y  Keynes a s  e s sentially  the resu l t  of  
erratic behavior of  credit leading to inves tment d i s­
equil ibria that ref lected rapidly on the whol esale index 
( note that th i s  wa s a l so written before h i s  1 9 3 5  General 
Theory ) . Therefore , the pur su it o f  a stab l e  tabular 
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standard , with its need to concentrate on the behavior of  
whol esale prices and their determinant s ,  involved close  
attention to investment phenomena by the national and 
supernational author itie s . 

As for the methods and contro l procedures of inter­
national monetary pol icy,  Keynes advocated the regulation 
of the amount of gold put in active circulation in the 
national systems--depending on the relative scarcity or 
abundance o f  the metal--and the management of an inter­
nationa l fiduciary a s set created through the operations of 
the supernational c entral bank with the central bank s of 
the world . The l iabi l ities of  thi s  institution would 
consist  of  deposits  by c entral bank s-- supernationa l bank 
money ( SBM) in Keynes ' s  terminology-- ful ly convertible 
into gold or nationa l moneys at f ixed rates a l l owing for 
a difference o f  2 percent between the buying and the 
sell ing price . Ideal ly , national moneys shou ld only be 
cashable in terms of SBM, thereby moving toward a full 
gold-SBM international standard . The supernational 
centra l bank should be allowed to extend loans to 
nationa l  central banks at a managed discount rate , the 
max imum amount of the loan ( the discount quota ) being a 
factor o f  the bank ' s  deposits  in the supernational bank . 
The supernational central bank should a l so be endowed so 
a s  to ef fect open-market operation s in markets for differ­
ent nationa l securitie s . As mentioned earl ier , the ma in 
a ims of th i s  supernationa l bank would be to stab i l i z e  
the long- term va lue o f  gold o r  SBM i n  terms o f  a tabular 
standard whi l e  avoiding worldwide economic disturbances 
in the short run . To thi s  end , the bank would be endowed 
with the powers to impl ement discount rate , di scount 
quota , and open-market pol i c ie s . 

There are certainly many que st ionable  a spects  with in 
th is scheme . One instance is the monetary rol e  of 
gol d .  Gold is not ,  however ,  a vital piece of the Keyne s 
internat ional tabular standa rd . The presence of  gold in 
the Keynes scheme is  due to h i s  effort to advance  a 
proposal of international monetary management to save the 
gold standard and to prevent the disequil ibrat ing ef fects 
of  the breakdown o f  any standard . There i s  a trade-o f f ,  
though i t  may b e  rel atively short- l ived , between gold and 
a world central bank . In the Bretton Woods sys tem gold 
still  had the very pos itive role o f  impo s ing a discipl ine 
on the i s suance o f  f iduc iary money by the countries 
whose currenc ies were used as internat ional reserve a s sets . 
Indeed , the Bretton Woods system broke down as  soon a s  
exce s s ive creation o f  f iduc iary money , either by monetary 
pol icy in the United s tates or by pa ssive a s s i stance by 
U . s .  monetary pol ic ies to monetary demands orig inated 
abroad , took place . If there ex i sted an international 
monetary institution endowed with the powers of  a central 
bank and embodied with a commitment to long- run price 
stabil ity there would be no need for any monetary 
commodity to check excess ive growth of  f iat money . That 
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could b e  done by such a n  in stitution . 
Another que stionab l e  point is that a stable tabular 

standard a s  advocated by Keyne s could have undesirable 
distributiona l effects on developing countries or could  
fail  to  stab i l i z e  national price  l evel s .  Once it i s  
accepted that international monetary pol icy should be 
concerned with stab i l i z ing an index of  tradable good s ,  
there i s  the pos s ib i l ity of  choos ing a ba sket that could 
have des irable di stributiona l consequenc e s . Additiona l l y ,  
the ba sket could be sub j ect t o  minor modif ications f rom 
time to t ime to a ssure its effectivene s s . 

Another po s s ible shortcoming of the scheme i s  its 
rel iance on the ef fectivene s s  of  monetary pol icy at the 
international level . I n  any scheme involving a super­
national central bank the monetary l iabil ities o f  such an 
institution will be largely created by monetary develop­
ments in the largest industrial countries accounting 
for the greatest share of international secur ities 
ma rkets . I t  i s  arguab l e ,  therefore , as  to whether 
international monetary pol icy could do what national 
monetary pol i cy cannot do , that is to say , a monetary 
pol i cy a imed at stab i l i z ing the long- run purchas ing power 
of a basket o f. tradable  goods wil l  not neces sarily cu sh ion 
short- run fluctuation s  around trend . As it happens at  the 
nat ional l evel , it would not be easy for international 
monetary author ities to distingui sh between temporary 
devel opments cons i stent with and nece s sary for money 
market equi l ibrium and the onset of an inflationary 
proc e s s . As  is  the case with national economies , it 
would be d i f f icult to interpret monetary data and fol low 
up the movements of  the demand for money . Moreover , any 
program for international monetary policy would be subj ect 
to the same ob j ections as those against  national monetary 
pol icies that point to the di f f icul ties  of  choos ing the 
optima l monetary aggregate for intermediate variables  
whose behavior is l inked to  that of pr ices and the con­
trol variable through which the intermediate monetary 
aggregates should be monitored . 

In response to the se ob j ections it must  be recal led 
that the main obj ective of an international world central 
bank is to prevent maj or disequi l ibria in the world 
economy f rom happening . Short- run f ine tuning may 
certainly not be ef fective and perhaps shoul d not be 
sought . As  already s tated , there i s  not much di sagree­
ment among economi sts as to the need for a nationa l 
central bank . There i s  no agreement at all  on the 
optimal degree of monetary activ i sm .  Still  i t  would be 
pos s ible  to des ign long- run monetary rul e s  that would 
ensure the prevention o f  worldwide depre s sion and ma j or 
inflat ionary proce sses . 

I n  spite of the pos s ible  drawbacks that stand in the 
way o f  an internationa l world bank , it would seem that 
the advantages are stil l  greater and tha t  prof itable 
action cannot go unexplo ited for very long . I t  should be 
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noted that it  took more than two centuries to introduc e 
central bank ing institut ions in nationa l economies . The 
world economy took a ma j or step in that  direction with 
the inception of  the SDR scheme in 1 9 6 9 . The princ ipl e s  
embodied i n  tha t scheme a r e  s t i l l  val id a n d  the convers ion 
o f  the Fund into a central bank along the l ines envi saged 
in it shoul d be accelerated . Perhaps the ma j or short­
coming of the SDR wa s the bel ief that the func tions of 
money are separabl e  and tha t an international money can 
be created in s tages .  The SDR wa s thus c reated a s  an 
internationa l  reserve a s set without practical scope for 
its be ing u sed as an international means of  payment and 
effectively ful f i l l ing the accompanying function of 
standard of  value . Thi s  proved to be incorrect,  and the 
rol e  played by the SDR a s  an international reserve a s set 
has  been negl igibl e i f  not nil . Thi s  ha s been due partly 
to the reduced magnitude of  al locations . But al locations 
are , in turn , cons tra ined by the l imited use of the SDR . 
A more e f f ective reform of  the Fund in terms of a central 
bank should turn the SDR into a monetary a s se t ,  thu s 
securing its ful l convertib i l i ty into other monetary 
a s sets by either pub l ic or pr ivate agents and encouraging 
its presence into effective monetary circulation . 1 9  

SUMMARY AND CONCLUS IONS 

One of the ma in theme s of  th i s  chapter is that g iven 
the nature of world interdependence and ex i sting 
mechani sms for the generation and world distribution of  
international l iquidity , the international economy is  
aga in sub j ect to cyclic  oscil lations of  cons iderable 
ampl itude and eventual ly of an explosive character . 
The evolution of  the develop ing countries wi l l  be 
particularly a f f ected by these  erratic fluctuations . 
As  in the past ,  movement s  of  industrial pric e s  wi l l  be 
accompanied by much wider movements o f  primary- product 
prices  in the same direction , whereby the terms of  trade 
wi ll  work to magnify the bu s ine s s  cycle of pr imary­
produc ing countri e s . Moreover , the procyc l ic behavior 
of protec tionist  barriers , grants and o f f ic ial aid, f lows 
of concess ional f inance , and pr ivate inve stment will  
al so contribu te to inten s i fy the cycl ic swing in 
developing countries . More importantly , given the 
behavioral pa ttern of interna tional capital markets 
consolidated over the pa s t  ten yea r s ,  exce s s ive inter­
nat ional credit wil l tend to be moved into developing 
countries in time s of expansiona ry monetary pol ic i e s  in 
the l argest industr ia l  countri e s  and out of  them in 
pha ses  o f  monetary contraction . Monetary disequi l ibria 
wi l l  induce malad j u s tments in the rea l sector and set in 
mot ion sel f- revers ing forces whereby a period of world 
monetary overexpans ion and overindebtednes s  wi l l  be 
followed by world monetary contraction and will  impose  



a h ighly exac ting trans fer ef fort on developing coun­
tries . G iven the nature and degree of  world economic 
interdependence ,  external debt c r i s i s  and worldwide 
depres s ion may wel l  prove to be a recurrent event 
following phases of excess ive monetary growth . 
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The current externa l debt c r i s i s  and world de­
pre s s ion , therefore , mu st be seen a s  a resu l t  of  the 
proce s s  of  exce s s ive world monetary expans ion that took 
place dur ing different interva l s  of the 1 9 7 0 s . Those 
who blame some developing countries for their  over­
indebtedness  and encourage too strong adj ustment e f forts 
for these  countries a s  a sort of  purgative proce s s ,  
neglect the fact that thi s  problem wa s caused by monetary 
overexpans ion in the u . s .  economy and other f inanc ial 
centers o f  the world . 

The world economy i s  s t i l l  in a trial period a s  it 
make s  its way toward the attainment o f  su sta inable and 
stable  growth . Even if th is  situation is achieved with­
out furth er setbacks ,  the ad j ustment costs of  this  process  
for  the world have al ready been very high . The produc tive 
capac ity o f  mo st countries has been heavi ly damaged and , 
in the best of  scenarios , it will  take time to cure the 
i l l s  of the world economic organi sm .  There is no safe­
guard a t  all in present international monetary arrange­
ment s  to prevent that from happen ing again . Present 
international monetary institut ions were conceived for a 
world economy not departing s ignif icantly from conditions 
of  equ i l ibrium .  They are not equipped for prevent ing th e 
on set of  a cumulative inf lationary process  or rec e s s ion 
and secondary depre s s ion phenomena l ike those exper ienced 
by the world during the nineteenth century and the inter­
war period . Business cyc les of a certa in ampl itude are 
inherent and needed for the e f f ective working o f  marke ts . 
Fluctuations that run the r i sk of  setting in motion a 
process  of  cumulative di sequ i l ibrium are neither neces sary 
nor unavoidabl e .  Economi sts  have devoted spec ial 
attention to these matters for a long time and developed 
theoretical  and practical  princ ipl es to deal with cyc lic  
phenomena . The  appropriate mechan i sm to  cope with the se 
aspects for improving the function ing of the economic 
system over time is  a centra l bank . Th is  i s  a s  appl icable 
to nationa l economic systems a s  to the world economy . 
D i scu s s ions on th e reform of  the international monetary 
system are again be ing launched . Any scheme for inter­
national monetary a rrangements mu st come to terms with 
th e need to stab i l i z e  the world bu sine s s  cyc l e .  I t  i s  
diff icult t o  see how thi s  could b e  done without a central 
bank- l ike internationa l institution . 

NOTES 

1 .  Business cyc l e  l i terature went out of  fa shion 
wi th the Keynes ian revolution and further development of 
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Keyne s ian economics and i s  now coming back with the 
rational-expectations approach to macroeconomic s ,  though 
in a rather narrow form . As  it happened with Keyne s ian 
economics , a distinc t ion should  be made between the 
a s sumptions u sed and the pol icy impl ications drawn by 
authors of the rational-expectations school and the use­
ful ins ights into cyc l ic phenomena some of  these theore ti­
ca l  constructs may provide . Thi s  distinction is  made 
expl icit in Lucas  ( 1 9 7 7 ) . Perhaps the ma in me s sage of 
thi s  l itera ture is the need to recover the use  of a 
busine s s  cyc l e ,  a complete o s c i l l ation , a s  the reference 
unit o f  macroeconomic analy s i s . For bibl iographical 
sources of  monetary theories of the bu s ine s s  cycle , 
see Note 4 .  

2 .  There would be some repercu s s ive ef fects of the 
U . S .  monetary restra int that ,  operat ing through the 
market for tradab l e  goods , could  a f fect somewhat the 
initial upsurge in U . S .  interest  rates . The interest­
rate impact of  the U . S .  l iquidity squeeze would decrea se 
world income and U . S .  exports , whereby U . S .  income would 
be a f f ected by an order of  magnitude given by the relevant 
Keyne s ian mul tipl ier . Additional ly ,  if  higher interest  
rates in  the United States are accompanied by an  
apprec iat ion of  the real exchange rate of the do llar , 
these e ffects could  be reinforced by a reduction of  
tradable goods shares in output . The fall  in  income , 
in turn , wou ld induce a lower demand for real balanc e s  
and corre sponding downward pres sure s o n  interest rate s . 

3 .  There are other factors , deriving from the 
perva s ive presence of the U . S .  dol lar in the world 
monetary scene , tha t help to nul l ify the in sulating 
properties of exchange rates . For instanc e ,  the fact 
that  a large share o f  the external debt o f  countries is 
denominated in U . S .  dol lars and is  not forward covered 
means tha t an appreciation o f  the U . S .  dol lar vis-a-vis 
the currency o f  the country concerned wil l  generate 
wea lth effects of  a depre s s ive impact on domestic 
producers . S imilar effects  stem from the increa se in the 
local currency value of  oil  and other U . S .  dol lar­
denominated and h ighly inelastic imports a s soc iated with 
an appreciation of the U . S .  currency . On these question s ,  
see Dornbusch ( 1 9 8 3 ) . 

4 .  The standard reference to the se and other 
theories of the bu s iness  cyc l e  is sti l l  Haberler ( 1 9 3 9 ) . 
The ma in work s f rom which the views put forward in th is  
section are  drawn are Keynes ( 1 9 3 0 ) ; Hawtrey ( 1 9 2 8 , 
1 9 3 2 ) : Hayek ( 1 9 3 3 ) ; and F i sher ( 1 9 3 3 ) . 

5 .  A debt-de flation th eory of great depres s ion s is  
put forward by F i sher ( 1 9 3 3 ) . F i sher attributed 
a central rol e  to overindebtedne s s  in induc ing s econdary 
rece s s ions and deflat ion , which ultimately led to a 
great depre s s ion : " The very ef fort of individua l s  to 
les sen their burden of  debts inc rea ses it , becau se of the 
ma s s  ef fect o f  the stampede to l iquidate in swe l l ing each 
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dol lar owed . • . • [ Th i s ]  i s  the secret o f  mo s t ,  i f  not 
al l ,  great depre s s ions : the more debtors  pay , the more 
they owe . The more the economic boat tip s , the more it 
tends to tip . I t  i s  not tending to right itsel f ,  but is 
caps i z ing . "  Fisher ( 1 9 3 3 , 3 4 4 ) . 

6 .  Th i s  i s  the relationship e�hodied in Domar ' s  
formula (D omar , 1 9 5 0 ) . I n  thi s  respec t ,  it should be 
noted that  the rate o f  growth of new lending to nonoil  
LDC s wa s o f  the order of  7 percent in  1 9 8 2 ,  wherea s the 
average annual intere st  rate wa s of  about 1 4 . 1  percent 
( L IBOR plu s 1 percent )  for that year . For 1 9 8 3 , net new 
l ending wa s e stimated to be o f  the order of 5 percen t ,  
wherea s average interest rates were not expected t o  fall  
s igni f icantly .  The order of magnitude of the transfer of 
resources impl i ed by those f igures may wel l  prove to be 
unsustainable , especially i f  account i s  taken that the 
transfer effort i s  not uniformly distributed among LDC s .  

7 .  On the same date that the inc rea se in quota s 
corre sponding to the E ighth Gene ra l Review was agreed 
( January 1 8 , 1 9 8 3 ) , the Group of Ten ( G- l O )  l eading 
countries and Switzerland agreed to increas e  their commit­
ments to supply l ines of credit through the General 
Agreement to Borrow from SDR6 . 4  b i l l ion to SDR1 7 b i l l ion 
( f rom about US $ 6 . 7  b i l l ion to US$ 1 6 . 2  b il l ion) . GAB 
re sources would potentially be ava i lable for the IMF to 
l end to a l l  its members ( not only--a s  hitherto-- to the 
G- l O  countries ) if  certain condit ions were met .  These 
commitments , l ike the quota increa se to  augment re sourc e s  
availab l e  f o r  the Fund , had t o  obtain pari iamentary 
approval before being made ava i l able at the beginning 
of 1 9 8 4 . 

8 .  According to current regu lations governing the 
i s suance of SDRs , a dec i s ion to al locate SDRs cannot be 
taken without the pos it ive vote of the United State s . 

9 .  The potential role of  the other f inanc ial insti­
tutions in the short run has been somewhat downplayed by 
events in rel ation to that of the Fund . F rom a medium­
term per spective , there i s  no que stion that a large and 
e f fective world bank is e s sential if the needs of 
developing countries for long-term capital  are to be met . 
An area of  expans ion for the institution would be its  
l ending l ines on terms that cover the cost  of its f inanc ial 
resources ra ised in private markets . In the near future 
it wil l  be conven ient to ra ise  larger amounts o f  funds 
in these markets in order to expand the lending flows to 
developing countrie s .  There i s  a mul tipl ier ef fect 
a s soc iated with th i s  increased lending through the pol icy 
o f  induc ing private banks to provide cof inanc ing of 
Worl d  Bank proj ects . Thi s  increa sed l ending activity o f  
the World Bank would have a stab i l i z ing ef fect o n  the 
supply of long-term capital to developing countrie s . 
From the standpoint of  the poorer reg ion in the inter­
national communi ty ,  an i s sue that deserves serious and 
urgent consideration is  the replenishment of the 
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International Development As soc iat ion , the soft long- term 
window of  the World Bank . The importance of  thi s  agency 
in f inanc ing pro j ects a imed at creating the potential to 
cover the ba s ic needs of poorer countries cannot be 
emphas i z ed enough . 

1 0 .  Viner ( 1 9 51 ) . 
1 1 . Will iamson ( 1 9 8 2 ) . 
1 2 .  Th i s  i s  the classic argument for a government­

controlled central bank as developed in Friedman ( 1 9 5 9 ) . 
1 3 . S e e ,  in thi s  respec t ,  Cassel  ( 1 9 3 6 )  and Keyne s  

( 1 9 3 0 )  • 
1 4 . Indeed , Keyne s ' s  plan to the Bretton Woods 

Conference wa s ful ly ba sed on the theoretical under­
pinnings elaborated in the treatise . 

1 5 .  Keynes ( 1 9 3 0 ,  3 3 8 ) . 
1 6 .  Keynes ( 1 9 3 0 ,  3 8 8 ) . 
1 7 .  Characteris tically , Keynes chose to include 

those goods for which adequate statistical information was 
availab l e . Thus , Keyne s ' s  tabular standard comprised 
the s ix ty- two commodities inc luded in the produc tion 
index calcul ated by the Economic and F inanc ial S ection 
of the League of Nations . See Keyne s ( 1 9 3 0 ,  3 9 1 ) . 

1 8 . Keynes ( 1 9 3 0 ,  3 9 3 ) . 
1 9 . Initial steps to reform the Fund along the s e  

l ines have been advocated by , among others , Polak ( 1 9 7 4 ) . 
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Argentina's Foreign Debt: 
Its Origin and Consequences 

Marcelo Diamond 
Daniel Naszewski 

INTRODUCTI ON 

On February 2 ,  1 9 8 1 ,  less  than two month s prior to 
General Roberto Viola ' s  takeover from h i s  predeces sor , 
General Jorge Videla , a 1 0  percent devaluation of  the peso 
occurred that wa s to in itiate a dramatic change in 
Argentina ' s  economic s ituation . 

The effect of th i s  apparently ins ignif icant devalua­
tion was s imi lar to that of a crack in .a retaining wal l : 
I n  the two month s  that fol lowed , interest rates rose 
sharply , reach ing unusually high real leve l s ,  even for 
Argent ina ; financ ial panic ensued as  foreign short-term 
credit agreements were not renewed and the f l ight o f  
private capital increa sed . Owing t o  th i s  situation , the 
new economic team, led by Lorenzo S igaut , was forced to 
undertake another devaluation o f  3 0  percent with which 
the retaining wal l  gave way once and for a l l . 

A min idevaluation pol icy , which until  February 4 of  
the same year had been undertaken in accordance with a 
table announc ing the monthly rise  in the price o f  the 
dollar at decrea s ing rates systematically lower than the 
month ly real rate of inf lation actual ly regis tered , gave 
ri se to several consecutive maxideva lua tions . Thu s ,  
al though during the twelve month s prior to thi s  the peso 
had been deva lued 2 2 . 6  percent , in the course of the 
fol lowing year--when the crisis  occurred--the price of  
the dol l ar rose 3 9 0  percent ( 4 . 9  times ) .  Inf lation , 
wh ich in January 1 9 8 1  had fal len to a rate of 8 4  percent 
per annum , rose sharply again reaching 1 4 6  percent during 
the following twelve months . 

Intere st rate s that had already been po sitive in 
real  terms for a number of  years ( a lthough not to the 
extent that they were to regi ster later ) rose sharply in 
nominal as wel l as  rea l terms . All activity suddenly 
slowed down , and in a period of  a few weeks , one of the 
deepe st rece ssions of the century occurred . Thu s ,  the 
gro ss domestic product along with domestic consumption 
fell  sharply , as can be seen from the data in Table 9 . 1 .  

2 3 1  
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Table 9 . 1  Argentina : GDP and Consumption (mi l l ions of pesos 
at 1970 market prices ) 

QUarterly 
Development GDP Consumption 

1980 
I I I  1 1 4 . 376 90 . 180 
IV 1 1 5 . 689 93 . 086 

1981 
I 109 . 6 3 8  98 . 977  
I I  1 09 . 7 1 1  89 . 2 2 9  
I I I  102 . 2 1 5  7 9 . 9 7 1  
IV 100 . 64 9  79 . 070 

198 2 
I 101 . 919 8 5 . 096 
II 98 . 2 2 0  7 6 . 297 
III 98 . 4 9 1  75 . 8 5 1  
IV 9 9 . 794 76 . 605 

Source : Banco Central de la RepUblica Argentina . 

Having slowly recuperated f rom the l o s s  o f  earning 
power of  1 9 7 6  and 1 9 7 7 ,  rea l wages fell  sharply , and the 
ba sic wage dec rea sed 1 4  percent in real terms in four 
months . A s l ight recovery occurred in the following 
months but wages f e l l  even farther with the ensuing change 
in government and the rise  of  General Leopo ldo Ga ltieri 
to power at  the end o f  1 9 8 1 . Thu s ,  by June 1 9 8 2 ,  the 
agreed basic wage had fal len 2 1  percent in real terms in 
relation to January 1 9 8 1 , wh ich coincides with the fal l  
i n  consumption shown i n  Tab l e  9 . 1 .  Already weakened by 
the pol icy of economic openne s s  introduced in the previou s 
admin istration and by the s i z e  of the debts the private 
enterprises were obl iged to a s sume together with the high 
real intere st rates they had to pay , bu s ine sses  suffered 
another seriou s  setback as a resu l t  of  the recession and 
the con sequent fal l in the demand and pro f itability 
ma rgins . 

For the educated middle  c l as s ,  the days of " ea sy 
money" l were over . For exampl e ,  the a irl ines that in 
previous months had transported hundreds of  thousands of 
Argentine tourists  abroad and whose aircra ft would return 
l oaded to the brim with purcha se s , were obl iged to sus­
pend services on a large scale due to the reduction in 
the number of pa s sengers . 

As far a s  the s ituation in the foreign sector was 
concerned , internat ional reserves dropped cons iderably , 
and wi thout previou s notice ,  Argentina slowly l apsed into 
a partial suspens ion o f  payments of  its fore ign debt . 
F ina l l y ,  a s  time went by , it became known by word of mouth 
that during the period from 1 9 7 6  to 1 9 8 2  the country ' s  
foreign debt had ri sen to US $ 3 0  b i l l ion,  a f igure 
equivalent to f ive years ' exports . Very slowly the 
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country became aware o f  the burden that this  mortgage , 
which in interest alone would absorb nearly 5 0  percent of  
Argentina ' s  annual revenue f rom exports ,  meant for the 
economic future of the country . 

At the same time there wa s added concern as  to the 
reasons for th i s  indebtednes s  and its eventual outcome . 
I t  wa s logical to suppose that the growth in the foreign 
deb t ,  which wa s incurred basica l ly as  f rom 1 9 7 8 , would 
have been accompanied by a parallel  inc rease in productive 
investment and the country ' s  economic activity . Thi s ,  
however ,  wa s not the case . Instead of  growing , the 
economy shrank , as can be observed in the f igures in 
Table 9 . 2  for the gro s s  dome stic product ,  which in 1 9 8 2  
remained a t  the same l evel i t  had reached i n  1 9 7 3  and 
1 9 7 4 . 

In describing thi s  s ituation , the Argentine economi st 
Aldo Ferrer pointed out at the end of  1 9 8 2  that " from 
1 9 7 6  to 1 9 8 2 , the increa se in the fore ign debt to more 
than US$ 3 0  bill ion has been accompanied by the destruc­
tion of domestic capital by more than US$ 6 0  b i l l ion . 
Th i s  estimate does not inc lude losses  in human resources  
a s  a consequence of the brain dra in . ,, 2 

Tab le 9 . 2  Argentina : Gross Domestic Product (mi l l ions of 
pesos at 1970 market prices ) 

1970 86 . 970 
1 9 7 1  9 1 . 2 2 1  
1 9 7 2  9 2 . 882  
1973  96 . 198 
1974 102 . 1 36  
1 9 7 5  101 . 287 
1976 100 . 81 5  
1 9 7 7  107 . 3 10 
1978 103 . 61 0  
1 9 7 9  ' 1 1 0 . 9 7 9  
1 9 8 0  i1 2 . 194 
1981 105 . 5 5 3  
1982  9 9 . 5 8 1  

Source : Banco Centra l de la RepUblica Argentina . 

The purpose o f  thi s  chapter i s  to analyze the 
complex sub j ect of Argentina ' s  foreign debt and to pro­
vide an answer to a number of queries concern ing it . 
For example : What were the causes  of  the indebtednes s ?  
Why did it have a destructive effect  o n  national 
productive capac ity ?  In what way was foreign indebted­
nes s  related to worsening inflation , the fal l in real 
wages ,  and reces s ion ? How were the attempts to re­
negotiate the foreign debt with the IMF and the private 
international bank s conducted as from 1 9 8 2 ?  I s Argentina 
faced with a qual i tative change in its typically 
o s c i l l atory cyc l e  characterized by periodic crises  in its  
balanc e  o f  payment s ?  O r ,  on the other hand , a re we 
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dea l ing with a new pha se o f  the same cyc l e ,  perhaps 
dra stically accentuated for various reason s ,  such a s  the 
international f inanc ial s i tuation that has  preva iled s ince 
the oil  cri s i s ?  How shou ld Argentina face its indebted­
nes s ?  A nd lastly : What will  be the consequences for the 
economic future of the country ? 

I n  order to answer thes e  queries we wi l l  f i r s t  
attempt t o  bring t o  l ight the reasons why Argentina ( and 
other countries  in a s imi lar po s ition)  are faced with a 
cr i s i s  that cannot be cla s s i f i ed in our opinion a s  a 
momentary l ack of  l iqu idity but rather a s  a case of  
struc tural inso lvency in it s  fore ign sector . Late r ,  we 
wi l l  analyze the process  that fed foreign indebtedness  
from 1 9 7 6  onward and accentuated it  a s  from 1 9 7 8 , at the 
same t ime provok ing the unprec edented des truction of  
Argentina ' s  economic system .  Third , we wil l  examine the 
coming s and go ings of the country ' s  economic pol icies  
appl ied s ince the beg inning o f  1 9 8 1 , when the pre sent 
global nat iona l economic c r i s i s  began to develop . In 
th i s  contex t ,  an explanation wi l l  be given of  the way in 
wh ich negotiat ions to ref inance the foreign debt were 
undertaken as  from the latter month s of 1 9 8 2 . 

Thu s ,  we wi l l  show that despite the unprec edented 
sever ity of the s ituat ion , indebtedne s s ,  inf lation , the 
fa l l  in rea l wages , and reces s ion are typical of a bal ance­
of-payments c r i s i s  o f  the k ind periodically su f fered by 
Argentina ( and the ma j ority o f  the countries that 
export primary product s  and that are undergo ing the 
proce s s  of industria l i zation ) and indeed are an integral 
part of  the o sc i l la tory movement that ha s affec ted the 
country ' s  pol itical and economic l i fe dur ing the last  few 
decade s . At the same time , however ,  we wi l l  attempt to 
show that the unprecedented magn itude of the c r i s i s  in 
the external sector of Argentina ' s  economy inval idates 
pas t  extrapolations that pred icted an automatic recupera­
t ion and that the severity of the phenomenon in itself  
l eads one  to  bel ieve that th i s  time it  wi l l  be much more 
d i f f icult to overcome . 

ARGENTINA ' S  STRUCTURAL TENDENCY TOWARD 
DI SEQUIL IBRI UM IN THE EXTERNAL SECTOR 

Concern due to the magnitude of worldwide foreign 
indebtedness , and the indebtedne s s  of countries at an 
intermediate stage of their industrial i zation proc e s s  
( l ike Argent ina , f o r  example ) ,  wou ld tend t o  make the 
phenomenon of externa l debt seem l ike a new and unheard­
of occurrence produced as a result of the international 
economic c ri s i s  tha t began with the oil cri s i s  or with 
the recent change in direction of the U . S .  economic pol i cy 
toward a more orthodox monetary one . However ,  the growth 
in the fore ign debt of the se countries has been a con­
t inuou s proce s s  during the last  few decades . In  fact , 
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i t  can b e  seen from the data i n  Table  9 . 3  that , i n  the 
case of Argentina , the foreign debt had been undergoing 
susta ined growth ( al though not at the rate of recent 
years ) s ince wel l before the 1 9 7 0 s . The same may be said 
of  the fore ign debt o f  other countries with s imilar 
product ive structures .  

Why did thi s foreign indebtednes s  occur in Argentina ? 
The probl em has its origins in the pecul iar character­
i stic s o f  its economic system .  Argentina belongs to a 
group o f  countries that are at an intermediate stage in 
the ir  indu s trial i z ation proces s  and that export primary 
products . All of these countrie s po s s e s s  a fundamental 
characteristic that the textbook s a lways fail to mention : 
the presence of  two basically distinc t sectors . One i s  
the primary sector ( in Argentina ' s  c a s e  it is  farming � 
in Vene zuel a ,  the petroleum industry � in Braz i l ,  coffee � 
and so on ) , and the other i s  the industrial s ec tor . The 
pr imary s ector i s  highly productive o r  " ef f ic ient , " 
thank s to bounti ful natural re sources such a s  rich 
mineral depos its , a benevolent c l ima te , or , in Argentina ' s  
case , the fert i l e  land o f  the " pampa . "  A different 
s i tuation i s  present in the industrial sector where pro­
ductivity does not depend on natural resources but is a 
direct function o f  the l evel o f  devel opment and maturity 
o f  the indu strial system .  

Countries a t  the beginning of  the industria l i z ation 
proces s general ly have a highly product ive pr imary sector 
and an indu strial sector who se relat ive productivity 
s tays behind . Under the se conditions the industrial 
s ector cannot compete international ly with the industries 
o f  the more developed countrie s .  However ,  th i s  non­
competitivenes s  is not due to insuf f ic ient industrial 
productivity , mea sured in absolute terms , but rather to 
its relat ively low product ivity in relation to the 
primary sector . 

Indu stria l prices expre s sed in dol lars wi l l  always 
depend on domestic prices and the country ' s  current 
exchange rate s ,  which in turn tran s late the domestic  
pr ices into international terms . However , thi s  exchange 
rate is  set prec i sely on a scale neces sary to place the 
prices of what is produced in the country on an inter­
national l evel . No matter how ine f f ic ient a country may 
be ( a s  were Taiwan and Korea when they started out ) , they 
can a lway s be international ly competitive if the appro­
priate exchange rate is appl ied . The ir low overall  
e f f ic iency wi l l  be the rea son beh ind a low standard of 
l iving but wil l never prevent them f rom competing on the 
world market . Th i s  adaptation mechan i sm for the exchange 
rate ceases to func tion in primary exporting countries  in 
the proce s s  of industria l i z ation , because their exchange 
rate is not set on the ba s i s  of the parity of the in­
dustrial secto r ,  but rather on that of  the primary 
sector , which has traditiona lly been the one to export . 
Thus , in Argentina the exchange rate is  set at a level 
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Table 9 . 3  Argentina : Growth of Foreign Debt (mi l l ions of 
current u . s .  dol lars ) 

Foreign Debt Foreign Debta 

1 958
b 

1 , 000 1 , 848 
1963 3 , 390 6 , 278  
1964 2 , 916  5 , 3 90 
1 965 2 , 6 5 0  4 , 801 
1 966 2 , 66 3  4 , 664 
1967 2 , 644  4 , 6 2 2  
1968 2 , 805  4 , 787 
1969 3 , 2 3 1  5 , 3 0 5  
1970 3 , 8 7 6  6 , 14 3  
1 9 7 1  4 , 3 5 6  6 , 681 
197 2 5 , 900 8 , 664 
1 97 3  6 , 400 8 , 3 1 2  
1974 8 , 100 8 , 8 5 2  
1 9 7 5  7 , 8 7 5  7 , 8 7 5  
1 9 7 6  8 , 900 8 , 509 
1977  9 , 678 8 , 7 1 9  
1978 1 2 , 500 1 0 , 443  
1979 1 9 , 034  14 , 1 3 1  
1980 27 , 1 6 2  1 7 , 684 
1981 3 5 , 6 7 1  21 , 296 
1982  3 8 , 7 3 6  2 2 , 639  

Note : Disagreement exists in the data provided by the Banco 
Cintra 1 de 1a RepUblica Argentina ( BCRA) depending on the period 
in question , because on some occasions the short-term debt is 

taken into account , and on others it is not . Therefore , the figures 
shown in thi s  table should be cons idered as an approximate estimate 
only . 

a
Def1ated by the u . s .  wholesale price index , bas i s  1 9 7 5=100 

b
Estimate based on data provided by the BCRA 

Source : BCRA , Series estadisticos sobre compromisos financ ieros 
externos y balances de pagos de 1a RepUblica Argentina ; other 
reports ; and personal research . 

tha t  a l l ows wheat and meat to be exported comfortably . 
In other words , Argentina ha s a " pampan"  dol lar that  i s  
inadequate f o r  the l evel of industrial productivity 
attained . 3 

Therefore , for prices to be competitive on the 
international market , industry in the developing coun­
tries needs a protective tar i f f  barrier . It wa s behind 
th i s  protective wal l  that industriali zation began in 
Argentina and in a l l  the other primary exporting coun­
tries ment ioned ear l ier . I f  we go back to the l a s t  
c entury , w e  can s e e  that industria l i z ation i n  the United 
s tates and Germany and the introduction of  these  two 
countries into a world market dominated by Great Britain 
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a l so began in thi s  way . I t  i s  important to point out 
that th i s  protective tari f f  i s  in no way indicative of 
industrial " inef f iciency . "  What these tar i f f s  do , in 
fact , i s  to create a system of  mul tiple exchange rates at  
a parity appropriate to the industrial productivity 
atta ined by a country at a given stage of  development . 

Through industria l i zation , takeof f  i s  achieved , 
along with a greater util i zation of  labor . But at the 
same time , a per s i s tent def ic it in the foreign sector 
arise s . The problem s tems f rom the pecul iaritie s of the 
productive structure that  ha s emerged , character i z ed by 
an indu strial sector that works at higher than inter­
national prices and a primary sector working at inter­
national pric e s . In what is  referred to as an imbalanced 
productive structure , because its prices are higher , 
indu stry does  not export unl e s s  there i s  an adequate 
system o f  compensatory incentives .  

Furthermore , a s  industry grows it  will  require an 
ever- increa s ing amount o f  fore ign exchange for importing 
raw materia l s ,  intermediate products , and capital good s . 
By not exporting , industry l eave s the generation o f  
foreign exchange t o  the primary sector , whose growth is  
much slower than that o f  indu stry . At the initiation o f  
industria l i zation , import sUbstitution economi zes  on 
foreign exchange . However , the substitution proc e s s  
becomes more and more slugg ish , and at some stage the 
saving s made on foreign exchange are insu f f ic ient to 
cope with indu stry ' s  growing need for the same . 

Therefore , a mixed productive structure emerges 
composed o f  two sector s .  The industrial sector creates 
j ob s  and grows rapidly . As  it grows it requires more 
and more fore ign exchange to supply its raw material s  and 
capital goods . The other i s  the primary sector tha t ,  
becau se of its s lower rate o f  growth , f inds i t  more and 
more di f f icult to supply the fore ign currency needed by 
the indu strial sector . Sooner or later the reserves of  
foreign exchange are exhau sted , and the country is  unab l e  
t o  pay its foreign debt a n d  to acquire the raw material s  
and the intermediate and capital goods it  needs to con­
tinue its economic activity . 

To avoid the paralysis  of production , the government 
resorts to foreign capital and c redit . Contrary to what 
i s  a s sumed,  the se funds are sought not to compl ement 
national saving s but to avoid a c r i s i s  in the balance of 
payments , in the sense that they enter the country a s  
fore ign exchange . However ,  a s  foreign indebtedness is  
mainly incurred to  f inanc e expenditure in  fore ign 
currency , we are deal ing with a pall iative mea sure that 
merely prolong s the problem and at the same time worsens 
it as  the fore ign debt and the interest services increase . 
Thus , the need arises  for even l arger contribution s in 
order to mainta in an equ i l ibrium .  The resul ting accumu­
lative foreign indebtedness always ends in a new c r i s i s  
in the balance of payments even more serious than the 
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one i t  was hoped to avoid . 
Thi s  i s  the fundamental problem of a l l  unbalanced 

productive structures , not only in Argentina but al so in 
Chil e ,  Colomb ia ,  Bra z il , and so on : development in a 
s i tuation where two different sectors ex ist , a primary 
sector working with international prices and an industrial 
sector working with higher than internat ional prices ; the 
impo s s ibil ity o f  exporting on the part of the industrial 
sector ; a higher rate o f  growth in thi s  sector than in 
the primary one ; the consequent di sparity between the 
consumption of foreign exchange and the abi l ity to pro­
duce i t ,  and a recurrent tendency to disequ il ibrium on 
the part of the externa l sector . The tendency to pal l iate 
th is  imba lance in Argentina by means of foreign loans ha s ,  
i n  the l a s t  two decade s ,  led to a n  accumulative and 
permanent growth in the foreign debt and periodic crises  
in the balance of payments .  F rom the time these  crises  
have occurred , there have been many other upsets , such as  
huge devalua tion s ,  increased struggles  for  higher income , 
hyper inf lation , and oscillating pol itical chang e s . � 

Orthodox S tabil i zation Programs : Pha se One 

In Argentina , the u sual way of conf ronting crises  in 
the balance of payments , and one that has traditional ly 
been approved of  both at  the dome stic level and inter­
nationally , coincides with the stabil i zation plans 
recommended by the IMF . The initial mea sure is  always a 
devaluation of  con s iderable  proportions tha t ,  it i s  
suppo sed , wil l  be a n  incentive t o  export and t o  carry out 
import sUb stitution in dome stic production . However ,  
cons ider ing tha t  i n  Argent ina the high prices o f  manu­
f actures prevent the industrial  sector from exporting 
( except in cases  where there are special incentive s )  and 
that  in general imports are indi spensable  products 
e s sential for continued productive activity , the ma in 
stimulating ef fect o f  a devaluation l ie s  in its abi l i ty 
to motivate farming produc tion and exports . However ,  a s  
thi s  ef fect takes some time even i n  the most  favorable  
cases , it become s neces sary to  resort to  a balanc ing 
mechani sm in the externa l sector . Thi s  mechan ism i s  
provided b y  the recession and induced b y  the deva luat ion 
itsel f . 

To beg in with , the devaluation ra ises the pr ices of  
exportable farming produc ts and imported produc ts , to­
gether with other costs and price s . In  th i s  way rea l 
wage s  are depreciated and revenue i s  transf erred f rom the 
c ity to the countrys ide and from the indu strial salaried 
sector to the rural landowner s ,  thus reduc ing the buying 
power of the work ing c l a s s  and lowering overa l l  demand . 

Furthermore , the government del iberately restricts 
money is sue and the ava ilab i l i ty of  credit ,  thus creating 
monetary i l l iquidity . As a resul t ,  there is  a rise  in 
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interest rate s and once more the demand fal l s . In thi s  
way , rec e s s ion , which ha s already been induced b y  the 
devaluation ,  is reinforced even more . Factories come to 
a standsti l l , the need for the importa tion of raw 
materia l s  and capital goods is reduced , and the external 
sector tends toward a l ow- l evel equil ibrium a s  a result 
of  the overa l l  reduction in the level of economic activity 
and income . 

Thi s  reces s ion has a l so a second ob j ec t ive : to 
a s sure continued incentives for f arming production . For 
these  incentives to be mainta ined and to bear f ruit , it 
is  neces sary that the farming sector retain the relative 
price advantages obta ined as a resul t of  the devaluation . 
At the same time , for thi s  to occu r ,  real wage s  must not 
be allowed to recuperate to their previou s l evel . And 
to keep real wage s  low ,  the rec e s s ion mus t  nec e s sarily 
continue . 

F inal l y ,  the thi rd ob j ective of monetary res traint 
and the consequent rise 1n domestic interest rates i s  the 
creation of incentives for the mas s ive entry of foreign 
capita l . 

In conclu s ion , the balanc ing ef fect o f  stab i l i zation 
plans on the external sector occurs in the short run 
through the reduction in imports and the flow of capital 
f rom abroad and in the long run through the stimulation 
of  the farming sector by changes in relative prices in 
favor o f  the same . The common denominator of  these  
three factors i s  that they all  depend on  the continuing 
rece s s ive domestic conditions . 

The recessive nature of  stab i l i zation plans i s  the 
cause of the diff iculties that these  same plans fac e . 
Owing to soc ial pres sure , on one hand , and the technical 
diff iculties  o f  mainta ining the necessary monetary 
restra int , on the other , the government--either volun­
tarily or involuntarily- -ends up tak ing a number of  
reactivating mea sures .  Salaried workers beg in to apply 
pre s sure in an attempt to restore their level of  income . 
The same occurs in the industrial sector . The spira l of  
costs and prices initiated by the devaluation i s  thu s 
complete . The ba lanc ing e f fect of  the stabi l i z ing plan 
for the external sector disappears . To resto re it the 
government is forced to devaluate again , unl ea sh ing 
another inflationary spira l . In thi s  way ,  highly 
virul ent outbreaks of  a spec ial type o f  inflation occur 
that  are typical of Argentina and other primary export­
ing countries in the proc e s s  of  indu stria l i zation that 
one of  the authors ( D iamond)  called el sewhere exchange 
rate inf lation . 5 

Genera l ly speaking , the inf lation in Argentina ha s 
been attributable to d i f ferent causes and , at different 
stages in its hi story , has had di f ferent driving forces . 
However ,  the mo st virulent outbreaks have been derived 
prec i sely from the attempts to solve the probl em of the 
external sector by means of heavy deva luations and the 



2 4 0  

consequent transfer o f  income to the farming sector . As 
res istance is met from the other sectors , thi s  procedure 
leads to long periods of  struggl e  for higher income , 
giving rise  to rather violent inflationary phenomena that 
are very diff icult to suppre s s . The most virul ent in­
f lation experienced in Argentina took place in 1 9 5 9 , 1 9 6 2 , 
1 9 7 1- 7 2 , 1 9 7 5 , and 1 9 8 1 , after very heavy devaluations 
that had been provoked by crises  in the balance of pay­
ments .  In each case , thi s  was related to the aforemen­
tioned exchange-rate inflation . 

In  order to contain thi s  type o f  spiral , the 
government is finally forced to delay the rate of the 
devaluation in relation to domestic price s , thus allowing 
a slow recuperation of income in the salaried industrial 
sector and a l lowing reactivation to be establ i shed . How­
ever , as the economy becomes reactivated , there is an 
increase in imports . Moreover ,  as the exchange rate i s  
held back once more , the farming sector begins t o  l o s e  i t s  
price advantage obtained through the initial devaluation . 
The only balanc ing mechani sm that remains in the externa l 
s ector , in principle , i s  the entry o f  capital and loans 
from abroad . Thus , sooner or later , the se stab i l i z ation 
plans move from the first highly reces s ive stage to a 
second less  reces s ive--or even extensive--stage , based on 
foreign indebtedne s s . 

S tab i l i z ation Programs : Pha s e  Two 

To obtain the foreign loans needed by the country , 
the government usual ly resorts to induc ing public and 
private companies to become indebted in foreign currency 
by means of attractive incentives .  In  the first  phase of 
the stab i l i zation programs , thi s  maneuver is achieved 
by increas ing the domestic rates of interes t ,  which 
renders foreign credits more advantageous .  However ,  thi s  
procedure i s  incompatible with the economic react ivation 
that is hoped to be achieved in the second phase of the 
plans , for if the interest rates are high in real terms , 
the recess ion wi l l  continue . 

The solution to the di l emma lies  in holding back 
devaluat ion in relation to domestic costs toward the end 
of the first  stage of  the stabi l i z ation programs . The 
consequent delay in the adj u s tment of the exchange rate 
has a highly stimulating effect on the entry of  foreign 
capital . Norma l ly it i s  thought that incent ives directed 
toward foreign indebtednes s  are achieved by high real 
interest  rate s , taken as the difference between nominal 
rate s and infl ation . But th i s  i s  not quite true : 
What are important are the nominal domestic rate s , on one 
hand , and the interest rate for dol lars abroad plus the 
devaluation rate , on the other . I t  i s  suf fic ient that 
there be a permanent ho lding back of devaluation in 
relat ion to dome stic inflation for foreign borrowing to 
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increase considerably , even where real interest rates are 
low or even negative . 

I t  would therefore seem that a continued delay in 
adj usting the exchange rate would be the ideal remedy for 
external disequi l ibrium , that i s , the abi lity to attract 
credit from abroad with no , or relatively few ,  reces s ive 
consequences . In order to continue benefiting from thi s  
ef fect , once the postponement of the adj ustment of the 
exchange rate has begun during the transition f rom phase 
one to phase two , the government often tends to perpetuate 
it . In  other words , a rate of devaluation that i s  slower 
than that of inf lation is adopted . Thi s  technique 
encourage s ,  in fact , the entry of  foreign capital without 
the need for rece s s ion . But at the same time , it 
initiates a vicious circle of indebtedne s s  that wi l l  
inevitably lead t o  the final fall . 

F irst , as  time goes by , the initial structural 
external def icit grows , and with it the indebtednes s  
nece s s ary to compensate it . Then , there i s  the interest 
that increases the original deficit , making it neces sary 
to incur even greater loans in order to service the debt . 
Second , the po stponement in the adj ustment to the exchange 
rate inhibits exports even further and encourages imports ,  
thus increas ingly deteriorating the trade balance and 
aggravating the initial external deficit . 

Once initiated , thi s  proc e s s  of accumulative in­
debtednes s  is  very hard to curb . The longer it goes on 
the greater the accumulated di sequil ibrium in the external 
sector and the need for new loans . The greater the need 
for these  loans the more urgent it is to acquire compen­
satory capital and there fore to hold back the exchange 
rate ad j ustment in order to maintain the incentives that 
encourage the entry of such capital . 

On the other hand , according to the traditional 
orthodox ideas that inspire the se plans , the main cause 
of  the whole  problem of  the countries l ike Argentina i s  
the ir excess ive protectioni sm and the development of 
presumably ine f f ic ient industries . Thus , while  being 
momentarily in pos s e s s ion of  an abundant supply o f  foreign 
exchange due to the entry of  capital , the country i s  
faced with cons iderable pres sure t o  open u p  its economy . 
As a result , the degree of  protection i s  reduced along 
with the occas ional dif ferential incentives for industrial 
exports .  Al though these measures are des igned to in­
creas e  industrial e f f iciency , in fact they have the 
oppo s ite ef fect . They increase imports even more and 
exports decrease , which reinforces the effects achieved 
by the postponement of the exchange rate adj ustments . 
The degree of  industrial integration fal l s , whole sectors 
of  activity disappear , and the productive apparatus is 
impa ired . In  general , the current account balance of  
payment s becomes more and more unstable , and the foreign 
indebtedness  required to compensate thi s  i s  greater than 
what would have been needed had the pol icy of economic 
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openne s s  not been employed . 
Lastly , in the advanced stage s of  thi s pha se of 

orthodox stab i l i z ation plans , the situation worsens a s  a 
result of  the growing number o f  people who begin trans­
ferring their saving s  abroad to protect themselves against 
an inevitable deva luation . As thi s  fl ight of  capital 
must a l so be compensated , the country must  become more 
indebted . Thus , pres sure i s  exerted mainly on the 
companies in the public sector to obtain foreign currency 
by becoming indebted . F inal ly , the whole proces s  
explodes , the chain of  indebtednes s  i s  broken , and the 
magnitude of the accumu lated external deficit  become s 
apparent , re f lected in the total indebtedne s s ,  unleashing 
an even more seriou s c r i s i s  in the balance of  payments 
than the one that initiated the stabi l i z ing pol i cy to 
begin with . 

Occas ional ly events occur dif ferently . When the 
recovery of exchange reserve s during the first  phase 
coincides with a favorable change in the terms of  trade 
and with the coming into power of a popu l i s t  party , 
conditions are created that favor an expans ive pha se 
that lasts only as  long as  the international reserves 
last . 

On the other hand , it must  be added that during thi s 
whole  proce s s , stati stics  show that there are two factors 
that are norma l ly c l a s s i f ied as  dec is ive in the deterior­
ation proces s  o f  the external sector in countries l ike 
Argentina , but that do not appear to be s ignif icantly 
rel evant . First , the wel l -known secular deterioration 
in the terms of  trade cannot be proved with any certainty 
( at least in the case of  Argentina ) , al though what can in 
fact be observed is that , on a number of occa s ions , the 
terms of trade have been favorable for the country , as 
in 1 9 7 9 - 8 0 , for example . However ,  due to a lack o f  
awarene s s  o f  the foreign l imitations described , the 
governments have never taken advantage of the se situations 
to compensate for future deterioration . Second , 
remittances for royalties , dividends , and technology 
payments taken out by transnational companies for their 
head offices are not of  a suf f i c iently signi f icant 
magnitude to explain the recurrent cr1 S 1 S  in the bal ance 
o f  payments faced by Argentina and a l l  in all appear to 
be a les ser contributing factor . 

THE ERA OF MARTINE Z DE HO Z 

What has occurred in Argentina since 1 9 7 6  coincides 
exactly with the outl ine described . Al though Argentina ' s  
current foreign debt would appear to be partly due to 
the accumul ative indebtedne s s  of three decade s , the 
greater part wa s incurred under Minister of F inance 
Jose Mart inez de Ho z ,  who held that post between Apri l  2 ,  
1 9 7 6 ,  and March 2 9 ,  1 9 8 1 . More preci sely , 6 4 . 4  percent 
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o f  the foreign debt by the end o f  1 9 8 0  ( three months 
before Martine z de Hoz left  his  j ob )  was incurred from 
1 9 7 8  to 1 9 8 0  ( see Table 9 . 3 ) . Apart f rom th i s ,  the 
subsequent increa se in indebtedness  is also  attributab l e  
t o  h i s  admini stration , becau s e  Martine z d e  HO z ' s  
succes sors had no a lternative but to postpone payments 
and al low the debt to increa se even if  th i s  was only 
through the capital i zation o f  interest that wa s impo s s ible 
to pay . 

Two c l early dif ferentiated stages can be identif ied 
within the Martinez de Hoz management of  Argentine fi­
nances .  The first extended unt i l  the middl e  of  1 9 7 8 , 
which more or l e s s  corre sponds to the description of  
phase one  of  the stab i l i z ation plans . The second , 
comp l eted with his  departure from the government in 
March 1 9 8 1 ,  evolved accord ing to the indications for the 
usual second phase of these plans corresponding to the 
pol icy of accumu lated indebtednes s . I t  wa s within thi s 
period that the rapid growth in the fore ign debt occurred . 

The f irst phase of  the s tabi l i z ing plan arose in 
re sponse to the grave ba1ance-of-payments cris i s of 1 9 7 5 . 
I t s  equil ibrating e f fect was very rapid , and by 1 9 7 6  
a marked recovery could a lready b e  observed i n  the 
ba1ance-of-payments current account . F rom then on , until  
1 9 7 8 , a growing current account surplus was  regi stered . 
The foreign debt ro se to US $ 4 . 6  b i l l ion during thi s  
period , i f  the whole of  1 9 7 8  i s  inc luded i n  thi s  esti­
mate , and to US $ 1 . 8  b i l l ion i f  1 9 7 6  and 1 9 7 7  only are 
taken into account . Thi s  i s  a smal l figure i f  cons idered 
in the l ight o f  later events . Furthermore , th i s  increase 
in the debt was compensated by a s imul taneous rise  in 
international reserves of nearly US $ 3 . 4  b i l l ion , to the 
extent that the Martinez de Hoz admini stration began 
1 9 7 8  with a surplus in the external sector . 

The economic costs o f  thi s  recovery were cons ider­
abl e .  First  o f  a l l , there was the usual reces s ionary 
ef fect . Therefore , apart f rom a brief period of economic 
expansion in the first  hal f  of 1 9 7 7 , during the first  
three years of the  per iod there was virtual stagnation 
in the gro s s  domestic product . There wa s al so a s l ow 
drop in the contribution of  indu stry to the GDP , which 
fell  from 2 8 . 2  percent in 1 9 7 4  to 2 5 . 3  percent in 1 9 7 8  
and continued t o  fall  until i t  reached 2 2 . 4  percent in 
1 9 8 2 . 6 Another s igni f icant occurrence was the growth 
in the partic ipation of the services  sector in the GDP , 
as a resu l t  of  the expansion in the f inance subsector . 

The second adverse consequence was that the 
el imination of the disequi l ibrium in the external sector 
took place at the cost of  a dramatic fall  in real wage s . 
Thu s ,  the salaried sector ' s  participation in income fell  
from 45  percent in 1 9 7 5  to about 3 5  percent in  the 
following three year s . The decrea se in real wages in 
1 9 7 6  may be e s t imated at about 4 0  percent . 7 



2 4 4  

The th i rd adve r s e  con s equence o f  th i s  po l i cy wa s the 
cont inu e d  h igh rate of i n f l a t i o n  th a t  rema ined a t  around 
1 7 0  p e r c ent per a nnum dur i ng 1 9 7 7  and 1 9 7 8 . However , i t  
d i d  n o t  reach t h e  unprecedented 4 3 3  p e r c ent reg i s tered in 
1 9 7 6  a s  a r e su l t  of the typ i c a l l y  i n f l a t ionary s p i r a l  
t h a t  o c c u r r e d  a f te r  t h e  g r e a t  deva l u a t i on s , i n  wh ich the 
d i f f erent s e c t o r s  s trugg l e d  to recuperate th e i r  share o f  
inc ome . 

I n  order to c u rb th i s  i n f l a t i o n a ry proce s s , th e 
gove rnment re s o r t ed to a number o f  mea s u r e s wi thout 
suc c e s s .  In 1 9 7 6 , dur ing the f i r s t  pha s e , wag e  f re e z e s  
we re impo s e d . B u t  a s  the economy b e c ame r e a c t ivated , 
wage contro l s  were exceeded in wha t  were euphemi s t i c a l ly 
c a l l ed wage s l ide s . I n  1 9 7 9 , price contro l s  were 
impl emented but were a l so overrun . F in a l l y , i n  the 
s e c ond h a l f of 1 9 7 7 , the government app l i e d  even h e a v i e r  
mo n e t a ry re s tr a i nt s , c a u s ing a s p e c t a c u l a r  r i s e  in 
intere s t  rates on short - t e rm l o a n s , wh i c h  rema ined a t  a 
po s i t ive month l y  r e a l  r a t e  o f  about 4 to 6 p e r c ent for 
seve ral  month s . Th i s  produ c e d  a f a l l  in the GDP o f  no 
l e s s  than 1 1 . 6  perc ent f rom the th i rd qua r t e r  o f  1 9 7 7  to 
th e f ir s t  quart e r  of 1 9 7 8 . 

The 1 9 7 8  Change in Cour s e  

A f t e r  two y e a r s  o f  t h e  Mart ine z de Ho z admi n i s tra­
t ion , the gove rnment ' s  economic t e am wa s in s e r i o u s  
troub l e . I t s  ob j e c t ive to b a l anc e the external s e c t o r  
h a d  b e e n  a c h i eved , but a t  t h e  c o s t  o f  an a c u t e  prob l em 
charac t e r i s t ic o f  r e c e s s ive s t a b i l i z at i on programs . 
S evera l y e a r s  o f  very impove r i shed r e a l  wag e s  ensued , 
tog ether w i th overa l l  economic s tagnatio n , marked 
c on f l i c t s  b e tween the d i f f e r e n t  ec onomic s e c t o r s  in the 
s t rug g l e  f o r  h igh e r  income s and the c on s equent i n f l a t ion 
o f  1 7 0  p e r c e n t  per annum . The c o n s ecut ive r e s t r a int 
mea sure s app l ied to the d i s t i n c t  s e c t o r s  to curb the 
i n f l a t i o n a ry s p i r a l --wa g e  and p r i c e  c o n t ro l s  and he avy 
rec e s s ion- -had exhau sted th e i r  e f f e c t . 

I n  the f i r s t  h a l f  o f  1 9 7 8 , a s  a r e s u l t  o f  th i s  
s i tua t i o n  and o f  pol i t i c a l  p r e s s u r e  t o  i n c r e a s e  r e a l  
wag e s a n d  r e a c t ivate th e e c o nomy , th e Mar t i n e z  de H o z  
admi n i s tr a t ion underwent a sub s tant i a l  chang e . A 
preparatory mea su r e  that h a d  b e e n  und e r t aken in pha s e  
one , c o n s i s t i ng o f  an overa l l  redu c t i o n  in import 
t a r i f f s , had b e e n  i n tended to b e  a gradu a l  re f o rm but in 
actual fact turned out to b e  rather h a s ty . Th i s  wa s 
b r ough t about f o r  two r e a s on s . F i r s t , th e re form con­
s i s t ed o f  a part i cu l ar l y  exagg e r ated d i a g no s i s  o f  
Argentina ' s  i l l s ,  c o n t emp l a t e d  in t e rms o f  indu s t r i a l  
in e f f i c i ency , wh ich c o u l d  b e  r emed ied through i n t e r ­
n a t i o n a l  c ompe t i t ion . S e cond , i t  wa s intended that th i s  
f o r e ign c ompet i t i on b e  u s ed t o  f i gh t  i n f l a t i on . 
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I n  mid- 1 9 7 8 , the gove rnmen t  made th e c ru c i a l  dec i s ion 
to hold back dev a l u a t i o n  and tax i n c r e a s e s  i n  th e pub l i c  
s e c t o r  i n  r e l a t ion t o  dome s t i c  c o s t s , a n d  thu s began wha t  
w e  have c a l l ed pha s e  two o f  t h e  s t ab i l i z a t i on p l a n s . 
Toward th e end o f  1 9 7 8 , the p l an wa s mod i f i e d  with the 
add i t i on o f  a s c h e du l e , or rather an exp l i c i t  program , 
a c c o r d i ng to wh i c h  the governmen t  p romi s e d  to unde rtake 
future deva l u a t i o n s  a t  p r e d e t e rmined and dec rea s ing 
r a te s . Th i s  wa s j u s t i f i ed by the need to i n c r e a s i n g l y  
suppo rt inte r n a t i o n a l  comp e t i t i o n  and i n v o l v e d  a doub l e  
b a l a nc e - o f - payme n t s  ob j ec t ive f rom t h e  monetary p o i n t  o f  
v i ew : to i n t e n s i fy th e p r e sumed e f f i c i ency mea sure o f  
ta r i f f  reduc t io n , on o n e  hand , and t o  curb th e r i s e  i n  
dome s t i c  pr i c e s , on the o the r , thu s provok ing a s l ow 
d e s c en t  in th e r a t e  o f  i n f l a t i on u n t i l  th e programmed 
d e c r e a s e d  rate of inf l a t ion wa s reached . 

U n f o rtunat e l y ,  the p l an had b e e n  i n s p i r e d  by a 
pa r t i cu l a r l y  s imp l i s t i c  v i ew o f  the Argen t in e  economy . 
To beg i n  wi th , even with the redu c t io n  in t a r i f f s ,  o n l y  
a sma l l  part o f  the e c onomy wa s expo s e d  to f o r e i g n  
c ompe t i t i on . N e i ther s e rv i c e s ,  the l ib e r a l  prof e s s i o n s , 
nor the c o n s truc t ion and f o o d s tu f f s  indu s t r i e s  were 
expo s e d  to c ommerc i a l  and f inanc i a l  i n t e rmed i a t io n . 
About h a l f  o f  the indu st r i a l  s e c tor wa s l e f t  unexpo s e d  
du e to t h e  e x i s tenc e o f  c e r t a i n  i n h e r e n t l y  p r o t e c t i v e  
p r i v i l e ge s : h i gh transport c o s t s , d i f f i cul t i e s  i n  
packag i ng , the p e r i shab l e  n a t u r e  o f  c e r t a i n  good s , 
r e s t r i c t i ve a dmi n i s t ra t ive and h ea l th regu l a t io n s , and 
the need for supp l i e s  in c l o s e  prox imi ty i n  order to 
produce c u s tom o rde r s , to produ c e  p a r t s  and s p a r e  p a r t s  
f o r  c e r t a i n  dome s t i c  indu s t r i a l  mode l s , and to c a rry out 
ma intenanc e .  L a s t l y , trad i t io n a l  f a rming a c t i v i t i e s , 
a l though in p r i n c ipl e expo s e d  to f o r e i g n  c omp e t i t ion , 
we re f a c ed w i th a ma rk ed r i s e  i n  i n t e rn a t iona l p r i c e s , 
wh i ch neu t ra l i z e d  any curb ing e f f e c t  that the po s t ­
ponemen t  o f  th e exch a n g e - r a t e  ad j u s tment m i g h t  h ave h a d  
on dome s t i c  pr i c e s . 

A l l  in a l l ,  f o r e i g n  comp e t i t i o n  a f f e c ted o n l y  the 
expo s e d  part of i ndu s t ry , whe r e a s the p r i c e s  in the non­
exp o s e d  s e c t o r  c o n t i nued to r i s e  at a mu ch f a s t e r  r a t e  
t h a n  that o f  th e deva l u a t i o n  a s  th e r e  wa s noth ing to curb 
them . A s  th i s  s e c t o r  exerted p r e s sure on the labor 
mark e t , i t  a l so b rought about wag e  i n c r e a s e s  far greater 
than the rate o f  devalu a t i on . Meanwh i l e ,  the expo s ed 
s e c tor , who s e  p r i c e s  wer e  r e s t r ic ted to the r a t e  o f  
devalu a t i on , wa s under p r e s sure b e c a u s e  o f  the inc r e a s e d  
c o s t s  o f  inpu t s  bought f rom th e unexpo s e d  s e c t o r : 
s e rv i c e s  and l ab o r . 

The re su l t  wa s a rate o f  i n f l a t i o n  seve r a l  p o i n t s  
above th at o f  deva l ua t io n . Th i s  r a t e  wa s not u n i f orm 
b e c au s e  the increa s e s  i n  the u n expo s e d  s e c t o r  were very 
mu ch h igher than the ave rage rate o f  i n f l a t i on , and the 
i n c r e a s e s  i n  the expo s e d  s e c to r  were very much l ower . 
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The expected convergence did not occur and the ad j u s t­
ment of  ex change rate continued to be postponed . The 
consequence s  of  thi s  accumulated lack of  protection were 
very serious . In 1 9 7 8 , no productive activity worked 
with pro f i t  margins wide enough to resist  two years of 
increa ses o f  costs o f  severa l points per month that could  
not  be  transferred on to  prices . Consequently , the 
profits  of activi ties directly exposed to inflation 
dropped unt il they were eventua lly converted into losses . 
The f inal stage o f  the proce s s  was mas s ive decapita l i z a­
tion . Many production l ines were abandoned , and manu­
facturing plants c l o sed down or even went bankrupt . The 
shutdown proc e s s  has not extended even more because of 
the extremely high cost and irreversible nature of c los ing 
down a manufacturing plant . Thi s  has led many bu s inesses  
to opt  to  continue accumulating thei r  losses  rather than 
paying o f f  employees , in the hopes that the situat ion 
woul d  improve . 

The counterpart of  the sectorial deterioration 
described was to be seen at a more genera l level in the 
growing def icit in the balance of payments on current 
account , due to the continued increase  in imports , 
tourist  spending abroad , the ma s s ive f l ight of capital 
toward the end of  the period , and a relatively lower rate 
of  growth in exports . 

Thi s  deficit was compensated for by short- term 
loans , the indebtednes s  o f  public  and private bus ine s se s , 
and the entry of  foreign funds for deposit  in Argentine 
currency in the domestic bank ing system .  The incentive 
wa s provided by a comb ination of moderately pos itive real 
rates o f  interes t  and the unrea l i stic rates  o f  exchange . 
Thus , the invisibles in the balance of payments--non­
compensatory capital entry--began to grow . In thi s  way 
the balance of payments ma intained its equ i l ibrium f rom 
the point of view of the growing national re serve s and 
the large amounts of foreign currency avai lable  for 
imports , trips abroad , and other transactions . The rapid 
growth of the foreign debt went unnoticed at that time 
becau se of the delay in the e l aboration and publication 
o f  the corre sponding statistics  and the ine f f ic ient 
method u sed by the Banco Central to carry out that j ob .  

The study undertaken by Antonio Lope z , S based on the 
o f f icial  f igures supplied by the Banco Centra l ,  reflects 
the course of  the balance of  payments f rom 1 9 7 6  to 1 9 8 1  
through the di saggregation o f  data . Thi s  permit s  iden­
tif ication of the negative results of  the combination 
of  tar i f f  and exchange-rate policies followed after the 
change o f  cour s e  i n  1 9 7 8 . If one f o l l ows the path o f  th e 
fore ign debt as  it appears in Table 9 . 4 ,  one can see that 
in the triennium of  1 9 7 6 - 1 9 7 8 , there was an increase in 
the debt of  only U5 $ 1 . 4 3 8  b i l l ion as  opposed to the 
U5$ 1 8 . 5 9 4  b i l l ion that  accumulated during the triennium 
of 1 9 7 9- 1 9 8 1 . 9 Because during most of the second 
tri ennium the internationa l prices for products exported 
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by Argent ina , ma inly meat and gra i n ,  remained a t  high 
real l eve l s , the deterioration in the trade balanc e over 
th i s  period was not worse . 

The pre sence o f  a negative balance despite the high 
prices of Argent ine exports can be explained by several 
concurrent developments . First , there wa s the sharp 
increa se in import s ,  which tripled from 1 9 7 8  to 1 9 8 0  ( an 
increas e  of 1 7 5  percent in current dol l a rs ) . Thi s  wa s 
due mainly to the importation o f  unnecessary or luxury 
consumptive goods . Thus , for exampl e ,  consumer goods , 
almost al l o f  which face a competitive national market 
in the case of  Argentina , went from 2 . 2  percent of  total 
exports in 1 9 7 6  to 1 7 . 6  percent in 1 9 8 0 . A s imilar 
phenomenon occurred in intermediate and capital-goods 
sector s ,  where the increase wa s accounted for by products 
that had replaced local production . S econd , expenditure 
on tour i sm abroad wa s unprecedented , go ing from US $ 3 1 4  
mil l ion i n  the 1 9 7 6- 1 9 7 8  triennium t o  US $ 4 . 2  b il l ion 
during 1 9 7 8 - 1 9 8 1 .  Thi rd ,  there wa s a sharp increa se in 
the area of " nonindividual capital outflow , " which 
accounted for the total sum of  US $ 9 . 2  bil l ion in invest­
ments and f inanc ial remittanc e s  abroad , made pos sible by 
the ab solutely free exchange that preva i l ed up unti l  the 
last  few month s of 1 9 8 1 . 

The increa se in exports wa s much l e s s  than the in­
crease in the expenditure of foreign exchange . The 
po sitive effect of the h igh international prices obtained 
for traditional exports wa s counteracted by the delays 
in the adj u stment of  the rate o f  exchange . As regards 
nontraditional exports ,  owing to th is  delay and the re­
duct ion in a number o f  incentives for the sake of 
" e f f ic iency , " both indu strial and agro- industrial 
exports slowly came to a standsti l l . 

The f l ow o f  short-term credit to pr ivate and state 
bu sinesses , whose foreign indebtedness  wa s encouraged 
to cover the growing fore ign def ic it on current accoun t ,  
wa s re spon sible f o r  the high increa se i n  interest pay­
ments of US $ 1 . 2  b i l l ion in the first  triennium of the 
pol itical administration to US $ 4 . 4  bil l ion in the second . 

The f igures for the uses  of  foreign exchange are 
even more dramatic if  one con s iders that the total 
foreign debt , cons idered correc t by the Banco C entral 
and ba sed upon its surveys on the f inal stock s of  the 
debt , is US $ 7 . 7  bil l ion higher than the previous f igures 
based on the balance-of-payments register s . Th i s  means 
that the outflow of  foreign currency over th i s  period , 
shown in the accounts of  the balance o f  payments ,  i s  a l so 
underestimated by US $ 7 . 7 b i l l ion . I f  thi s  f igure is  
compared with estimates based on  the observation of 
rea l ity , one may a s sume that thi s  add itional outflow wa s 
partly due to increased outf low of  capita l , partly to 
increased spending on the part of  tourists  going abroad , 
and partly to higher interest  rates . 
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T o  sum up , Argentina ' s  indebtedness arose a s  a 
re su l t  of  increased imports ,  increased tourism ,  the f l ight 
of cap ital , and interest service . In  a number of  other 
countries ( such a s  B ra z il , for exampl e ) , mo st  of  the 
indebtednes s  wa s produced by the deterioration in the 
terms of trade resul ting f rom the rise  in o i l  pric e s . 
In Argentina , however ,  a country that imports virtually 
no  oil  and en j oyed high prices for  its  farming produc ts 
during the Martinez de Hoz  period j ust ana lyzed , the 
terms of  trade were rather favorable . 

For thi s  rea son , Argentina ' s  foreign debt is  l e s s  
attributable  t o  the adverse international situation than 
is tha t  of other countries .  Thi s  is so only in the sense 
that the deterioration in the terms of  trade in the years 
following the demi se of  the Martinez de Hoz admini stra­
tion wa s felt  with the fal l in nontraditional exports , 
wh ich wa s not attributable to the reduction in domestic 
incentives , but rather to the closure of  markets and 
increased protection i sm on a world scale . Al so , the rise  
in worl d real intere st rates caused an increa se in the 
cost of  servicing the debt as f rom 1 9 8 0 .  

Neither can i t  be argued that Argentina became in­
debted in order to grow or to increa se its productive 
ef f ic i ency . On the contrary , Argentina became indebted 
to f inance with foreign currency a pol icy of economic 
opennes s  that resul ted in the ma s s ive des truction of  its 
productive capac ity and the dis integration of  its indus­
trial production , a huge technological step backward 
owing to the clos ing down of industrial laboratorie s , 
de s ign departments , and so on:  a ma s s ive desubstitution 
of import s ;  and the l o s s  of foreign markets for its 
export s . In short , th i s  policy on the whole  l ed to a 
general economic cri s i s  and an unprecedented setback in 
production and the l iving standards . 

The ma in ef fect of  the international s i tuation on the 
Argentine c r i s i s  wa s more indirect . On one hand , the 
a lmost unl imited ava i l ab i l i ty of c redit f rom international 
bank s made it eas ier to become indebted and encouraged 
irre spon s ible  behavior on the part of  the local authori­
ties . On the other hand , the worldwide spread of ortho­
dox doctrines in general , particularly the f inanc ial 
approach to the balance-of-payments problems , had a 
dra stic impact on South America . I t  permitted the inter­
national bank s to rationa l i z e  and j ustify the ma s s ive 
recycl ing of funds at thei r  di sposa l , thu s offering 
internationa l re spectabil ity to the promoters of Argentine 
dome stic orthodoxy . 

The End o f  a Dream 

By 1 9 8 0  it began to be obvious that  the Martine z 
de Hoz administration wa s leading the economy into a 
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bl ind a l l ey . I f  the rate o f  deva luation were to increase 
in order to set the Argentine currency at a l evel that 
woul d  counteract the deterioration in the balance of 
payments , it would immediately curb the inflow of  short­
term foreign capital , provoke its ma s s ive exodu s , and 
make the c r i s i s  in the external sector even more marked . 
I f  the currency were to be deval ued sharply , it would 
provoke the trans fer of income to the agro-exporting 
sector , an e f f ect  typica l of stabil i zation plans that , 
to work , mus t  be accompanied by a pol icy of  monetary 
restraint and renewed reces s ion . If the exchange-rate 
adj u stment delay were to continue , capital would continue 
to flow into the country but at the expense of a growing 
deterioration in the dif ferent sectors in the country , 
due to compet ition f rom imported products  and the in­
creased d i f f icul ty in exporting . Thi s , in turn , would 
accentuate even more the disequil ibrium in the balance of 
payment s  on current account . 

Furthermore ,  a s  the dome stic interest rate s were 
l inked to the expected future movements in the rate of 
exchange , the adverse expectations caused by the pos tpone­
ment in the adj u stments to the rate of exchange cau sed 
the intere st rates to remain very h igh . Thu s , the unsus­
tainable  f inanc ial costs incurred by the country ' s  
productive sector were accentuated . I n  short , the 
economic pol icy moved toward a deadend and therefore 
posed a dilemma in which every al ternative would be 
disastrou s . 

Toward the middle o f  1 9 8 0 ,  one of the authors wrote , 

from a general point of  view ,  the s ituation 
stil l remains unsolved . The triple dilemma 
caused by the need to put an end to the post­
ponement of  the exchange rate adj ustment , to 
continue to encourage foreign inve stment and 
ma intain a rea sonabl e l evel of  activity i s  
still  evident . Any two o f  the se three 
ob j ectives may be easily achieved . But to 
achieve a l l  three at the same time would be 
extremely d i f f icul t ,  particularly within the 
f ramework of the s e l f - re straint mea sures imposed 
by the present government . 

A cha in i s  only a s  strong a s  its weake st  
l ink . The  postponement of  the adj u s tment in 
the exchange rate wil l  have to be s topped 
eventual ly ,  the incentives for foreign inve st­
ment mu s t  be maintained , and therefore the 
only adj ustabl e variable that remains i s  the 
level of  activity . Sooner or later the proce s s  
wil l  l ead inevitably t o  renewed recession , the 
severity of  which wil l  depend on the flex ibility 
of the economic mea sure s ' to be employed from 
now on . 1 0 
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Unfortunately , the flex ib l e  u s e  of  economic measures 
did not occur . The only defense mechani sm available  in 
the face o f  the balance-of-payments probl em wa s the 
monetary pol icy to be applied to the s i tuation in the 
external secto r . S o ,  in the l ight o f  the ever- increas ing 
skeptic i sm as to the continuing of  the current proc e s s , 
the demand for funds ( neces sary to settle foreign debts )  
in the local f inancial market grew more and more , caus ing 
the real interest rates paid and collected by the f inance 
system to increase continually . In December 1 9 8 0 ,  three 
months prior to the change in the Min i stry of F inance 
admini s tration , the current intere st was at a monthly 
rate of  7 percent . Taking into account a monthly rate 
of inf lation o f  nearly 4 percent , that rate wa s equival ent 
in real terms to 3 percent per month accumulative , or 
4 2  percent per annum. Given the low rate of devaluation 
at that t ime , th i s  interes t  rate meant about 5 percent 
interest per month for the dol l ar- - in other word s , about 
8 0  percent profit  for investments made in dollars . 

In February 1 9 8 1 ,  the monthly current interest rate 
rose to a nominal 9 percent . In a desperate attempt to 
f ind a way out , Martinez de Hoz devalued the peso 10 per­
c ent j u s t  two month s prior to the end of  his term . Thi s  
turned out t o  be a d i sa strous mea sure , f o r  al though the 
magnitude of the devaluation wa s insu f f ic ient to calm 
apprehen s ion , the mere fact that there had been a de­
valuation that had violated the commitments a s sumed with 
the devaluations schedule publ i shed ear l i er impl ied a 
death blow to the hou se o f  cards on which the Martine z 
de Hoz pol icy was buil t .  Dur ing the last two months of 
his  f inanc ial admini stration , the ten s ion in the money 
market grew more and more , and current rates of interes t  
rose t o  around 1 6  percent p e r  month f o r  the leading 
companies . 

THE NEW CRI S I S  IN THE BALANCE OF PAYMENTS 

The r i s e  to power of Lorenzo S igaut occurred in the 
midst of a violent sl ide in the exchange rate . Thi s  
apparently con j unctural movement reflected a serious 
c r i s i s  in the balance of  payment s ,  a d i s integrated 
f inanc ial system, and a stagnant , partly destroyed system 
of production . Added to thi s  c r itical dome stic in­
heritance there was the aggravation of the international 
situation : the worl dwide rise  in real interest  rate s , 
the worsening international recess ion , and the fal l in 
the price s  for Argentine exports .  Lastl y ,  the ease with 
which international c redit had been made available ( s ince 
the oil cri s i s )  a l so began to dimini sh a s  the inter­
national banking system began to rea l i z e  that the debts 
of the developing countrie s were far greater than their 
capacity to pay . In  other words , the increa sed d i f ficul ty 
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in obtain ing c redit when i t  was most needed was added to 
the other probl ems the new mini ster of f inance had to 
face . 

The first  measure undertaken by the Min i stry of 
F inance under the new head was a devaluation of  30  per­
cent . After thi s  inevitabl e  devaluation , there were two 
pos s ible courses  to follow .  The first  was to introduce 
once more an orthodox stabil i zation program , thi s  time 
even more severe than the one in 1 9 7 6  and a s suming the 
consequenc es of the reces s ion as wel l  as the drop in real 
wages tha t it impl ied . The other al ternative wa s  to 
attempt to solve the external- sector deficit by avoiding , 
or at least attenuating as  much a s  po s s ible , the se 
rec e s s ive and regre s s ive ef fects . However ,  the election 
of thi s  second course of action impl ied renounc ing the 
balanc ing ef fect o f  the rec e s s ion on the external sector 
and made it e s sential to sub stitute for thi s  other 
equival ent mea sures capable o f  stimulating in a more 
direct way the generat ion and saving of  foreign exchange . 
In actual fact , a s  we wil l  see , it became necessary to 
become highly selective in import substitution , and the 
min istry , in giving its active support , had to provide 
def inite incentives to encourage the exportation of 
industrial goods , estab l i sh marginal incentives to 
increa s e  farming produc tion , and , f inal l y ,  e stabl i sh 
some sort of  control over the exchange-rate system or at 
l east  a dual rate of exchange ,  one for financ ial 
transactions  and one for trade . 

The new financ ial admin i stration took a very in­
coherent course . Wh ile  following the orthodox pol icy , 
no t only did it avo id taking any direct action in the 
external sector , but at the he ight of the c r i s i s  and 
following the step s of the Martinez de Hoz admini s tra­
tion , it a l so proceeded to impl ement effic iency measures .  
Thu s , the deva luat ion wa s accompanied by a reduction in 
import tariffs  and tax re funds for exports ,  wh ich partly 
counteracted the ef fect of  the mea sure . Thi s ,  along with 
the tremendou s inertia that ex isted in traditional ex­
ports and import s ( in the latter case because of the 
large number of binding contracts taken out by importers 
through irrevocable  letters of  c redit ) , prevented 
exports from increa s ing with any celerity and failed to 
inh ibit imports , thus ma intain ing the disequ i l ibrium in 
the balance of trade . However ,  in contra st to the 
government ' s  orthodox treatment of the exchange and 
taxation measure s ,  it adopted a lenient attitude toward 
wage increa ses and l iquidity , wh ich counteracted the re­
distribut ive and rece s s ive ef fects of the devaluation . 
Consequent l y ,  a gal loping " exchange-rate inflat ion " such 
as  that desc ribed earl ier wa s unleashed at a rate almost  
doub le that of the infl ation that had ex isted prior to 
March 1 9 8 1 . 

The rapid rise  in dome stic costs and prices in 
response to the devaluations foretold the need for 
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further devaluations .  P e s s imi stic expectations regarding 
future exchange- rate stabil ity su stained the heavy demand 
for fore ign currency for settl ing loans , thus contribut­
ing to the f l ight of capita l . In re sponse to the con­
tinued fore ign-exchange disequilibirum, in May 1 9 8 1  the 
current intere st rates rema ined at 12 percent per month 
( approx imately 4 percent in real terms ) . 

At the beginning o f  June , another devaluation of  3 0  
percent was inevitable  and provided new impetu s  to 
exchange- rate- induced inflation . At the end of June , 
the demand coming from the f inanc ial sector made another 
devaluation of  3 0  percent nece s sary . A l l  in all , in the 
f i rst s ix month s of  the cri s i s , the accumulated devalua­
tion of  the peso against the commercial dol lar reached 
1 2 5  percent , and the devaluation in the case of  the 
f inancial dollar was about 2 2 8  percent . Dur ing that same 
h a l f  of  the year , inf lation reached 6 0  percent compared 
to the rate of 3 5  percent for the previou s s ix-month 
period . 

Inf lation wa s not as  high as it might have been , be­
cause with the thi rd devaluation the government f ina l ly 
authori z ed a double  parity of  the exchange market and 
estab l i shed a f inanc ial dol lar that fluctuated f reely and 
a commerc ial dol lar set at a lower rate that required 
periodic ad j u stment depending on the rate of inf lation . 
The a im of  th is  mea sure , which would have helped to 
control the c r i s i s  if  it had been appl ied from the sta�t , 
was to dis sociate a s  far a s  pos s ible domestic costs and 
prices and the devaluations produced by the financ ial 
imbalanc e . 

I t  is  important to keep in mind that the great 
demand in the f inanc ial exchange market wa s due to the 
fact that only part of the accumulated short- term foreign 
debt was payable  on demand . In fac t ,  one of the mo st 
important measure s adopted wa s that of heavily sub s idized 
exchange in surance for those with debts in dol l ar s , on the 
condition that loans be renewed for a period of no l e s s  
than a year . As a resu l t  of thi s  mea sure ,  the government 
managed to postpone a short- term debt of about US $ 5  
bil l ion unti l  the second ha l f  o f  1 9 8 2 .  

When S igaut was replaced by Roberto Al emann with 
General Galtieri ' s  takeover from Pres ident Viola , a change 
took place : A much more coherent orthodox and rec e s s ive 
stab i l i z ation plan was adopted . Thus , the exchange 
market was united once more , wh ich impl ied a devaluation 
of  3 0  percent in the commercial rate of  exchange . At the 
same time , a new " ef f ic iency" reduction in the non­
traditional export incentives , in keeping with th is  
o rthodox approach , wa s undertaken . There was an increase 
in value-added taxe s ;  the nontaxable income f loor was 
frozen;  and the money c irculation (M l ) wa s reduced by 
2 0 . 8  percent in nominal terms from January to March 1 9 8 2 .  
Wage s  were fro z en in the pub l ic sector , along with 
retirement funds and pen s ions , and wage increases in the 
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pr ivate sector were di scouraged . The rec e s s ion worsened 
and domestic consumption f e l l  1 0 . 6 percent between the 
f irst and second quarter of  1 9 8 2 . The rea l wage s  of  the 
private sector , which in December 1 9 8 1  were 2 0  percent 
below the average for 1 9 7 0- 1 9 7 5 ,  were reduced a further 
1 5  percent in the first  quarter o f  1 9 8 2 ,  while the 
remunerations in the pub l ic sector fell  about 2 2  percent 
in rea l terms . 1 1  

Despite the fact that export s  decreased a s  a result 
of the fall  in international prices for farm products , 
the s ituation in the external sector improved a s  a result 
of a con s iderable decrease in imports . The recession 
caused the se to drop during the f irst quarter of the year 
to almost half that of the same per iod of 1 9 8 1 . The 
entry of new capital also  contributed to th i s  s ituation , 
reaching a pos i t ive balance of  US$ 4 5 0  mil l ion in the first  
quarter o f  1 9 8 2 . 1 2 However , the improvement gained at 
the expens e  of  the recess ion by no means impl ied that  it 
would be pos s ible  to pay the foreign pub l i c  debt that , 
with amortizations and interest  to be paid that year , 
reached the sum of US $ 1 2  to 1 5  b i l l ion .  With th i s  it 
wa s c l ea r  that it wa s absolutely es sent ial for talk s  to 
be commenced regarding the ref inancing of the debt . 

However , on Apri l  2 ,  1 9 8 2 ,  the armed conf l ict with 
Great B ritain arose and had serious repercus s ions on the 
c r i s i s  in the externa l sector . To beg in with , it led to 
the suspens ion of payments to British bank s . Thi s  
measure , taken i n  repr isal  for the block ing o f  Argentine 
funds in the United K ingdom , a l so reduced the short-term 
inflow of  foreign capi tal to zero . In  the face of the 
emergency , control of  the rate o f  exchange wa s intro­
duced . Con s iderable delays in the settlement of  Argen­
tina ' s debts that had ari sen from imports were produced . 
Unpa id l etters o f  c redit began to accumulate . Importer s 
began to have more and more diff iculty in obta ining 
fore ign credit . 

During th i s  period the information available con­
cerning Argentina ' s  po sition on its foreign debt wa s very 
confused and sometimes even contradictory . According to 
foreign newspapers at that time , the country failed to 
pay part of  its  foreign obl igations in order to cover 
the intere sts alone , wh ich it al so paid late . Neverthe­
l es s ,  the syndicated debts due to B riti sh bank s continued 
to be paid , al though perhaps with some delay and only 
partia l ly . The pol icy wa s that the amounts to be paid 
to these banks be depo s i ted in the New York branch of the 
Banco de la Nac iOn Argentina , the non-British bank s being 
pa id according to the percentage of the ir partic ipation 
in the se syndicated credits . Apparently the aim wa s to 
show the international bank s that it wa s Argentina ' s  
intention to pay its  debts at all cost and that it did in 
fact have the money to pay the British bank s . The block­
ing of payments to Great B ritain caused an ini tial con­
flict  between Argentina and foreign bank s because the 
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latter , through a n  agreement to share losses  and ga ins 
with the British bank s , a l so shared the payment s by 
Argentina , and it wa s the ir intention that the se funds be 
refunded . 

On May 1 8 , 1 9 8 2 ,  an artic le in the New York T imes 
pub l i shed declarations made by new Minister of  F inance 
Roberto Alemann to the ef fect that Argentina intended to 
subst itute a medium-term debt for its short- term maturity 
debts  of  US $ 3 . 5  bil l ion . The artic l e  gave the impres sion 
that the se debts were in fact ref inanced . During the 
same period , Al emann made pub l ic the a s surance s  made by 
the U . S .  bankers that they would continue to ref inance 
Argentina with short- term c redit until  the end of the war 
in the South Atlantic . Lastly , in Wal l  Street Journal , 
on June 2 1 ,  1 9 8 2 ,  the opinion wa s that " technica l ly 
Argentina has suspended payments . "  

The pol itical c r i s i s  that arose a s  a result of the 
mil i tary defeat that culminated in the fall  of Galtieri 
put an end to the management of the Ministry of F inance 
by Al emann . At that moment , in the second quarter of 
1 9 8 2 ,  the country ' s  GOP stood a s  l ow as that of 1 9 73 , and 
the GOP per capita was 12 percent lower than that in 
1 9 7 3 . The situation wa s characterized by very low wages , 
h igh unemployment ,  the l argest foreign debt in the 
country ' s  h istory , a negative balance on current account 
despite the heavy rec e s s ion , and huge pr ivate bus ine s s  
indebtednes s . 

An Attempt to Change C ourse 

During the f irst few days  of July 1 9 8 2 , Jos� Maria 
Dagnino Pastore became the new mini ster of f inance , and 
the young economi st  Domingo Cavallo  took control of the 
Banco Centra l . In the following month s ,  the latter wa s 
to wi eld almost a s  much power a s  the minister himse l f . 
On the initiative of Cavallo , the first  attempt to under­
take a drastic change in the course of the economic pol i cy 
wa s made . The priori ties were to reactivate the pro­
duct ive capac ity and to re f inance and settle the h igh 
bus iness  l iabi l i ties that were impo s s ible to pay and that 
accumula ted during the progre s s ive indebtedness incurred 
by the private sector dur ing the cris i s . 

To achi eve the reactivation of  the economy and the 
settlement of debts , a f inanc ial re form wa s introduced 
that inc luded a cons iderable reduction in the interest  
rates paid  on short- term deposits  by  the bank s ( to 
negat ive real level s ) . I t  a l so inc luded granting a 
certain amount of preferential c redit to the private 
sector at these l owered intere st rate s . At the same 
time , the refinanc ing of bus ine s s  l iabi lities  wa s under­
taken also  at these preferential rate s ,  in pesos as wel l  
a s  in foreign currency . 
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These mea sures were accompani ed by a number o f  steps 
des igned to a l l eviate the situation in the external 
sector and a llow the intended economic expans ion . The 
mea sures introduced inc luded another change in the dual 
exchange rate : a devaluation of  nearly 3 0  percent in 
the commerc ial exchange rate , tempered by some retentions 
of  foreign exchange entering for traditiona l  exports , 
together with the e s tab l i sh ing of  a f loating f inanc ia l 
and services exchange-rate market . At the same time , 
to rel i eve the burden of  the heavy demand on the f inanc ial 
market , the Banco Central reestab l i shed exchange insuranc e  
f o r  credit that wa s t o  be renewed f o r  more than one year 
and a l so authori z ed " swaps . "  The settl ement of  overdue 
foreign debts through governmental fore ign- exchange 
bonds provided for th i s  purpose by the Banco C entral 
at  a sub s idi zed exchange rate was a l s o  authori z ed .  
La stly , the disposal o n  the f inanc ial market o f  part o f  
the foreign currency obtained as  payment for industrial 
exports wa s approved . 

As regards the domestic market ,  the reduction in 
the rates of  interest wa s responsible for some saving s 
be ing u sed in the acqui sition o f  goods . Th i s  effectively 
reac tivated the economy . Unfortunately , it a l so 
channeled a cons iderab l e  part of the funds into the 
exchange market , e ither directly or indirectly . 

The immediate impact wa s manife sted by the rapidly 
broadening gap between the f inanc ial do l lar and the 
commercial dol lar , to the extent that in a very short 
time the dif ferenc e between the two was 75 percent . 
Meanwhil e ,  the devaluation of  the commerc ial dol l a r ,  
a long with the rise  i n  the f inanc ial and servic es dol lar  
( due to  its impac t  on  transpor t ,  interest payments , and 
so on) , produced severe inf l ation that rose to around 1 5  
percent per month . Owing to the progres s ive reduc tion 
in l iqu idity due to infl ation and to the progre s s ive 
shrinkage in the preferential c redit , the initial re­
activating ef fect wa s slowly lost . 

As far a s  the other ob j ective i s  conc erned--the 
settl ement o f  the private-sector debt-- th i s  wa s achi eved 
by a heavy tran s fer o f  revenue to the indebted sec tor 
at  negative real intere st rate s . Without go ing into 
an analys i s  of the costs and benefits  of th i s  transfer  to 
the economy as a whole ,  it undoubtedly made pos s ible the 
surviva l  of a great number of enterprises  that ,  under 
the previou s condition s ,  had been destined to di sappear . 

The Dagnino Pastore-Cava l l o  exper iment wa s cut short 
by the res ignation of  Dagn ino Pastore and the el iminat ion 
of both o f f icial s j ust  a few days before the annua l 
a s s embly of  the IMF and the World Bank , which took place 
in Toronto in s eptember 1 9 8 2 .  
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REF INANCING 

Dagnino Pastore was replaced by Jorge Wehbe , who 
a s sumed o f f ice in the midst of total pol itical debilita­
tion of  the armed forces and a strong f ight o f  many 
c ivil ian sectors for participation in the severely 
dimini shed income resul ting f rom the continual recess ive 
pol ic ie s  implemented to stab i l i z e  the external sector and 
curb inflation . Wehbe a l so faced the ta sk of initiating 
formal renegotiation of the foreign debt . Up until that  
moment , the dramatic problem of the debt had never rea l ly 
been conf ronted . The country ' s  reaction wa s l imited , on 
one hand , to the encouragement of all  pos s ible means o f  
postponing payment s or t o  mea sures that would attract 
more short- term capital , a lmost  without heed to its cos t .  
Thu s ,  the Argentine government , which for the sake of 
presumed increased e f f ic iency scr imped on tax resources 
for years when in fact moderate state support through 
the right channe l s  would have been suf f icient to obtain 
foreign exchange at  rea sonable  terms , was forced to incur 
monstrou s expenditure merely to po stpone maturitie s .  
O n  the other hand , i n  many instances Argentina s imply 
suspended payments on its  debts without go ing into any 
formal renegotiation . 

Thi s  proverbial attitude of hiding one ' s  head in the 
sand to avoid fac ing a problem was due to the pol it ica l ly 
del icate nature o f  everyth ing related to the fore ign 
debt . F i r s t ,  the fact that the debt had been acquired 
to f inance destructive e f f ic iency pol icie s ,  a l ong wi th 
the squandering of foreign currency , c reated strong 
resi stanc e  to any off icial discu s s ion related to payments , 
for to admit publ icly tha t debt payments were overdue 
would have been con s idered a conf i rmation of  the in­
adequacy of the pol icy tha t  had l ed to the indebtedne s s .  

Second , the inexact account o f  the fore ign debt on 
the part of  the Banco C entra l , and the fact that the 
f igures taken f rom surveys did not co inc ide with the 
balance-of-payments reg i ster s ,  created doubts as to the 
real magnitude of the debt and a l so the legitimacy of the 
f igure s supposed to be owed by the pr ivate sector . 

The thi rd pol itical obstacle took the form o f  
resi stance t o  the intervention of  the International 
Monetary Fund in the renegotiations , a condition that is 
usua l ly insisted upon by fore ign bank s . Through 
Argentina ' s  repeated experience in agreements with the 
Fund ( nine standby agreements have been sub scribed to in 
the course of the country ' s  history ) , there wa s ample  
knowledge o f  the rec e s s ive conditions brought about the 
the same , wh ich fostered the strong pol itical resistance 
to any commitments being made with that in stitution . 

The last  pol itical ob stacle wa s the armed di spute 
with the United K ingdom . Wh ile  the conf l ict continued 
it made a l l  open talks regarding the debt impo s s ible . 
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Even when i t  wa s over , i t  made discu s s ion d i f f icul t be­
cause the private international bank ing ins titutions , 
a s  a prerequ i s ite for any negotiation , in s i s ted tha t  
there be a formal declaration o n  the c e s sa tion o f  hos­
til ities and the l i f ting of economic sanctions against  
British bu s iness- -once aga in a very del icate pol itical 
i s sue . 

However , the delay in payments continue d ,  and a s  
more debts ma tured , formal negotiation became inevitable . 
So  Wehbe decided to take advantage o f  his  vis it to the 
Toronto IMF annual meeting to begin the first  expl icit 
talk s  with the international banks and the IMF concern ing 
the renegotiation s .  

The first  step taken by the Argentine government wa s 
to ful f i l l  the bank ing in stitution s ' prerequ i s ite regard­
ing the termination o f  hostilities with Great Brita in . 
Neverthel e s s ,  due to the rea sons a lready mentioned ,  the 
pol itica l atmo sphere a s  regards the problem o f  the debt 
continued to be highly explo s ive . It is for thi s  reason 
that  all negotiations f rom S eptember 1 9 8 2  onward have 
been undertaken in a highly reserved manner . The terms , 
amount , and conditions of  the renovations � the talk s with 
the IMF � the a l terna tives � and so on have been surrounded 
by an aura of mys tery . Informa tion ha s been f ragmentary , 
and in order to reconstruc t the whole picture , it i s  
of ten neces sary t o  resort t o  information provided b y  the 
interna tional pres s  and to work with a number of con­
j ecture s . The following i s  an attempt to explain the out­
come of the reconstruction of tha t s tage of negotiations . 

The N egotiations 

In  general , four diff erent courses of  action can be 
d i f ferentia ted in the talk s . The first  was the negotia­
tion of  a standby credit with the Fund , granted not so 
much because o f  the magnitude of  the debt but rather 
becau se it meant the green l ight--a k ind of  good conduc t 
certif icate for the country-- that opened up the way to 
re f inanc ing by the pr ivate bank s .  The second a spect 
concerned rel atively sma l l  aux i l iary credit from pr iva te 
bank s ,  destined to f inance interest payments wh ile  
negot iat ions regarding the princ ipal of the debt con­
tinued . The th ird a spec t wa s the negotiat ion of the debt 
of  the companies o f  the pub l ic sector with the inter­
national bank s . The fourth aspect wa s the renewed 
postponement of  payments on a l l  short- term revolving 
credit of the private sec tor obtained through " swap s "  
o r  a s  a resu l t  of  succ e s s ive postponement s obta ined 
s ince 1 9 8 1  with exchange insuranc e . 

The tal k s  with the Fund were undertaken in accord­
ance with the estab l ished norms and with the utmo s t  
discretion up t o  th e point at wh ich the Memorandum of  
Agreement made with the Fund ( s igned on January 7 ,  1 9 8 3 ) 
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wa s pub l i shed o n  March 1 1 ,  1 9 8 3, b y  L a  P rensa , a daily 
newspaper in Buenos Aires , along with an article entitl ed 
" Ob j ectives and Strategy for Economic Recovery . "  The 
conditions set by thi s  agreement were of three k inds . 
The f irst  ref erred to the targets of the external sector . 
Def inite l imits were establ i shed for the def icit in the 
balance of payments mea sured in terms of changes in net 
international reserves , which up until 1 9 8 4  were not to 
f a l l  more than US $ 5  billion . The acceptable delays 
in fore ign payments were def ined and the settlements were 
to be made before June 3 0 ,  1 9 8 3 . 

The second type of conditions covered the mea sures 
introduced to reduce overal l  demand . In th i s  ca s e ,  the 
publ ic- sector def icit  and monetary expans ion were strictly 
l imited , i f  annual inflation wa s not to exceed 1 6 0  per­
c ent . Ba sed on th i s  a s sumption and u s ing restrictive 
c r iteria , the permitted monetary expans ion was calculated . 

La stly , the th ird k ind of conditions referred to the 
el imination of l imiting measures related to the external 
sector . Thu s ,  Argentina agreed to impose no new 
restrictions on imports and to progressively do away 
with the ex isting one s . E s sentially  it  wa s agreed to 
resc ind the dec i s ion that  prevented payments to be made 
for imports before 1 8 0  days . Another agreement involved 
new steps toward a l ibera l ization and uni f ication of  the 
exchange system,  which woul d  reverse the dual parity of 
the exchange rate and the restric t ions e stab l i shed during 
the Dagnino Pastore-Cavallo  term .  Al so ,  without a s suming 
any other commitment in th is  c a s e ,  Argentina agreed to 
review its  sy stem of export incentives . A f inal rather 
decorative ingredien t ,  related to the substantive 
mea Sures p1:oposed , wa s the manifes ted intention to atta in 
a 5 percent growth in the gro s s  domestic product 
during 1 9 8 3 . 

The f irst f ruit  of the negotiation with the Fund wa s 
an agreement by which a s tandby l oan of US$ 2 . 1 5  b i l l ion , 
to be spread over a given per iod , wa s granted a s  compen­
sation for diminished exports . The loan wa s to be 
del ivered in ful l  by March 1 9 8 4 , the latest date set for 
the newly e l ected government to a ssume power . 

From partial information that  exists  concerning 
these l oan s ,  it can be deduced that by September 1 9 8 3  
U S $ 5 6 0  mil l ion i n  IMF l oans for dimini shed exports and 
two standby tranches of approx imately US$ 3 1 8  mil l ion 
each entered the country . Apart f rom th i s ,  the progre s s  
made i n  the negotiation s  with the Fund opened the doors 
to auxil iary credit f rom the international bank s ,  wh ich 
wa s to be us�d for the payment of intere s t  and to service 
the outstanding debt that had been pending s ince April 
1 9 8 2 .  

For th i s  purpose a b r idge loan of US $ l . l  b i l l ion , 
s igned on December 3 0 ,  1 9 8 2 ,  was obta ined , and the f ir s t  
two instal lments  were # made with no prob l em .  According 
to the newspaper Clarin of S eptember 1 3 , 1 9 8 3 , 
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" or ig inally the l oan wa s not to be ref inanced or post­
poned , and its gradual amortization wa s directly tied to 
the payment of funds f rom the above-mentioned IMF stand­
by credit . " At the same time , it wa s agreed that , in 
principle , a medium- term loan o f  US $ 1 . 5  b i l l ion would be 
granted in three insta l lments ,  the ob j ective be ing a l s o  
t o  aid  the payment o f  intere s t  and out standing amortiza­
tion s . 

However ,  trouble arose wi th the payment of the last  
insta l lment of the bridge c redit and the whole of the 
medium-term c redit . To beg in wi th , a f ter March 1 9 8 2  
Argentina had f a l l en behind in the payment of some 
interest . The l ending bank s demanded that these  payment s  
be brought u p  t o  date before they would di sburse the l a s t  
instal lment of the bridge credit , thu s creating a vic iou s  
c i rcl e :  Argentina had in su f f ic ient funds t o  pay the 
interes t ,  and the new funds were withheld until these 
intere sts were paid . F ina l l y ,  according to the July 1 ,  
1 9 8 3 , edition o f  the New York T imes , i t  wa s to have been 
agreed that Argentina would not rece ive US $ 3 0 0  mill ion 
of the l a s t  bridge credit instal lmen t ,  diverting it  
directly to  the payment of the interest owed in May . It  
wa s added that the operat ion wa s part of a new agreement 
concerning the medium- term credit of U S $ 1 . 5  b i l l ion tha t 
had been agreed upon beforehand but had not been dis­
bursed . In fac t ,  by S eptember th is  l oan had still  not 
been handed over . Th i s  time the probl em arose becau se 
the l ending bank s in s i sted on a modif ication to Argentine 
l aw that placed foreign l enders on an equal s tanding with 
the local l ender s . Th i s  modif ication in the l eg i s lation 
f inally came through . But even thi s  wa s not enough to 
overcome a l l  the ob stac l e s , for  the bank s ins i s ted that  
renegotiation be completed previou sly with Aerol inea s 
Argentina s and other state enterpris es . 

A s  wa s said before , one of the largest portions of 
Argentina ' s  foreign debt is that  o f  state enterprises , 
who s e  maturities in 1 9 8 2 and 1 9 8 3  tota l ed approx imately 
US$ 7 b i l l i on .  It would therefore seem rea sonab l e  that 
the l ending bank s should demand the renegotiation of the 
capital debt before disbur s ing further c redit . However , 
it is  suf f ic ient to take into account the conditions set 
by the l ending bank s for renegotiation for th i s  
impre s s ion of  the ir rea sonab l ene s s  t o  be era sed . These 
cond ition s inc luded such abu s ive demands a s  intere st 
rates set 2 . 1 2 5  po ints above L IBOR � a commi s s ion at  over 
1 . 1 2 5  percen t �  very h igh additional  moratory interes t  in 
the ca se of defau l t �  the global guarantee that  the term 
default apply to a l l  state enterprises , or the state it­
sel f , wh en any one of them fal l s  beh ind in its payments � 
an expl icit renunc iation of a l l  ef forts on the part of 
the s tate or its enterpri s e s  to defend itself f rom any 
emba rgo whatsoever � the ob l igation to provide deta i l ed 
information to the l enders regarding the economic per­
formance of the sta te and its enterpr ises � and other 
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s imilar condition s  appl ied t o  a country manifesting a 
genuine intent ion to pay its debts . The cut of the 
rema inder of the credit al ready agreed upon to a l e s ser 
amount , c redit wh ich wa s vital to a country on the verge 
of a suspens ion of payments , and the tak ing advantage of 
the needs o f  tha t  country in order to obta in a s igned 
contract reinforce the impre s s i on of  abu s e . 

La stly , th is  impre s s ion i s  con f irmed when the 
restrictions imposed on th e country through the agreement 
a re examined : To fail  to provide the information agreed 
upon implied th e suspens ion of payment s ;  to question or 
argue about any of the c l auses of  the agreement in the 
future impl ied the su spen s ion of payments ; the withdrawal 
of IMF support al so impl ied su spens ion of payments . In  
other  words , to  adopt an economic pol icy approved by the 
IMF impl ied tha t the repayment of the debt might be 
demanded immediately , along with the payment of moratory 
interest . 

Despite the strong oppo sition f rom the state enter­
pri s e s ,  reluc tant to s ign such an agreement,  the govern­
ment backed down and approved a genera l  agreement for 
state enterprises  in accordanc e with the l ender s '  demands . 
The f irst concrete agreement wa s s igned with Aerol inea s 
Argentina s .  

However ,  the troubles  were still  not over . The 
publ ica tion of  th i s  agreement cau sed a strong genera l i z ed 
publ ic reac tion that cal l ed for the intervention of 
f ederal j udge P into Kramer . Kramer ' s  ba s ic ob j ec tion wa s 
to the . submi s s ion to the jurisdiction of the New York 
courts , a s  convened in the s igned agreement ( wh ich 
pa radox ical ly was probab ly the least seriou s  of the 
condition s ) . First  he ordered the government not to 
proceed with the renewal of other pending contrac t s ;  
l ater he nul l if ied the agreement a l ready s igned with 
Aerol inea s Argentina s ;  f inal ly he detained the pre s ident 
of the Banco C entra l , Jorge Gon za l e z  del Solar , on charges 
of having appa rently failed to ful f i l l  his of f ic ial 
obl igations in thi s  respec t . 

On hea ring th i s  news the l ending bank s not only 
dec ided to su spend the f irst  instal lment of  the medium­
term c redit once  more but a l so to suspend the whole  
credit operation with Argentina . The  International  
Moneta ry Fund , wh ich had su spended the payment of  the 
th ird in s ta l lment because of its inconformity with the 
ful f i l lment o f  the clauses of the standby c redit , ma in­
ta ined the su spen s ion . Wh ile  the government appea l ed 
the orders of the j udge , the Banco C entral suspended the 
del ivery of new import permi t s  and the del ivery of 
fore ign currency to travelers . F inanc ial panic ensued . 
Th i s  wa s the s i tuation at the beg inn ing of October 1 9 8 3  
a t  the time o f  th i s  wr iting . 

Furthermore , even though th i s  confl ict were to be 
solved , there i s  another problem tha t  mus t  not be ignored , 
about wh ich there i s  very l ittl e information . Th i s  i s  



2 6 2 

the exchange insurance and " swap " operations ,  which 
tota l ed U 5 $ 7 b i l l ion . These  debts  were a s sumed by the 
state and postponed unilatera l ly until 1 9 8 5  or 1 9 8 6 ,  the 
corresponding promi s sory note s b eing handed over to the 
foreign l enders .  However ,  rumor has it tha t  there i s  dis­
agreement a s  to  the condition s  of the rol lover establ i shed 
by the Argentine government . 

An attempt to estimate Argen tina ' s  overal l  commi t­
ments shows about U5$ 2 . 8 b i l l ion tha t  must be paid in 
interest and amorti za tions on l oan s that  ma tured in 1 9 8 2 �  
U 5 $ 7 b i l l ion in outstanding private debts or debts due 
to b e  paid in 1 9 8 2  for exchange insurance and " swap s " � 
nearly U 5 $ 7 b i l l ion in capital debts by pub l ic enter­
prises  due in 1 9 8 3 � and interest  that mu st  be pa id on 
debts maturing a f ter 1 9 8 3 , on debts tha t  were ref inanced 
in 1 9 8 3 , and on outstanding debts . All in a l l , accord­
ing to diff erent national and foreign publ ication s ,  th i s  
amounts t o  a total of about U5$ 2 1  b i l l i on .  

Th i s  commitment made it nec e s sary to obta in re­
f inanc ing with fore ign resources to the sum of U 5 $ 1 7 . 6 5  
b il l ion , to b e  divided into the U 8 $ 3 . 6 5 bill ion that  
Wehbe hoped to  obta in f rom the IMF and the private inter­
national banking institution s ,  on one hand , and U8 $ 1 4 
b i l l ion to ref inanc e " swaps , "  exchange insuranc e ,  and the 
debts of pub l i c  enterpri s e s . La stly , it wa s hoped that  
approximately U 8 $ 3 . 3 5 bil l ion more would be obta ined to 
pay the rema inder , mo st  of wh ich wa s interest  on debts 
that were e ither due , outstanding , or ref inanc ed . With 
th i s ,  the above-mentioned U8$ 21  b i l l ion would be covered . 
The U8 $ 3 . 3 5  b i l l ion wou ld be obta ined from the expected 
trade balance surplus and pos s ibly through an additional 
loan for a much l e s ser  amount ,  as the agreement with the 
Fund incl uded restrictions regarding the taking out of  
further fore ign l oan s . As  funds were a l s o  needed almost  
immediately to  cover needs until  the arrival of the 
U8$ 3 . 6 5 b il l ion , it became nec e s sary to resort to the 
a forementioned bridge loan of U8$ 1 . 1  b i l l ion and to fund s 
f rom the B I 5  estimated at U8$ 6 5 0  mil l ion . 

However ,  a s  ha s been shown , the ref inancing plan 
for the debts  wa s only partially  ful f i l led due to the 
increa s ing diff iculties that arose . In Table  9 . 5 , the 
very sma l l  contribution reg istered so far during Wehbe ' s  
term can be seen a s  regards the obta ining of U8$ 5 . 4  
bill ion of the aforementioned f oreign funds . 

To sum up , after two and a half years  of cri s i s , 
the s i tua tion in the fal l of 1 9 8 3  continued unstabl e .  
Maturities were not being pa id on time , and the prob l em 
wa s being handled on the ba s i s  of last-minute dec i s ions 
made under pres sure , amid an atmosphere of conf l ic t  and 
cons iderable uncerta inty and anxiety . 
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Table 9 . 5  Argentina : Estimate of Loans Applied for and Received 
During 1983 ( mill ions of U . S .  dol lar s )  

Item 

Bridge loan from private 
banks for 1 year 

IMF : Compensation for 
diminished exports 

IMF : Standby credit ,  
5 tranches 

BIS : Short-term 
Medi� term loan from 

private banks 

Total c redit granted for 
outstanding payments and 
settlement of debts 
of 1983 

Amount Requested 

1 , 100 

560 

1 , 590 

650 

1 , 500 

5 , 400 

1 , 100 
i n  July 1983  

560 
beginning of 1983 

6 3 6  
end o f  

September 1 9 8 3  

2 , 94 6  
aThe loans were agreed upon al though in s om e  c a s e s  the sums were 

not delivered to the country but were sent directly to settle 
accumula ted outstanding debts . 

Source : Estimates based on information released by Coyuntura y 
Desarrollo , no . 57 ; Informe Industrial , no. 67 , Clarin newspaper ,  
several different dates ; La Nac i6n newspaper ,  severa l different 
dates ( a l l  of these publi shed in Buenos Aires ) ; Wal l  Street Journal ,  
Financ ial Times , and other fore ign publications i s sued between 
September 1 9 8 2  and June 1983 . 

The Term of F inanc e Min i s ter Wehbe 

As  far a s  Wehbe ' s  influence on internal order i s  
concerned , h i s  economic team began i t s  term with a re­
newed and progres s ive un if ication of the exchange ra te , 
wh ich wa s completed by November 1 9 8 2  �ith the u sual 
reces s ive and inflationary consequences . As  regards 
the rate of inf lation , the proposed 1 6 0  percent wa s 
overtaken by a con s iderabl e  amount . The desperate 
struggl e  on the part of the wage earners to recuperate 
their share of income , genera l i z ed strike s ,  the preva il ­
ing pree1ectora1 atmosphere , and the progressive l o s s  o f  
authority o n  the part of the government gave way to 
ma s s ive wage inc rea ses that  in turn caused an accelera­
tion in the progressive deva luation of the off icial 
market rate . At the same t ime , the sharp r i se of the 
" para l l e l " dol lar market orig inated by the uncerta inty 
of the situation a l so had a cons iderable  inflationary 
effec t .  As a resu l t , in S eptember 1 9 8 3  the rate of 
inflation reached 5 5 0  percent per annum . 
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The gu idel ine s related t o  the f i scal def ic it were 
breached for s everal rea sons . F i r s t ,  there wa s unfore­
seen state expenditure due to f l oods in the northea stern 
part of the country to an extent never before experienced 
in the h i s tory o f  Argentina . S econd , phenomena commonly 
found in all stabil ization plans appeared : On one hand , 
the rec e s s ive condition s adversely a f f ec ted the tax­
payers ' capac ity ;  on the other , the rise  in the rate of 
inflation l ed to con siderable  delay in tax col lection . 
Thus , to a great extent the budget def ic it arose a s  a 
resu l t  of the inf lat ion , which wa s  in turn f ed by the 
struggl e  for h igher income that  a t  least seemed to 
generate a certain recovery in real wage s .  

La stly , a s  reg� monetary l iquidity , the expansion­
ary l imits agreed to with the Fund--based on an a s sumed 
1 6 0  percent inflation--were in fact too l ow in relation 
to the accelerated growth of the prices and l ed to dra stic 
i l l iquidity . The total credit ava ilable  at the rate 
regula ted by the Banco C entral wa s completely inadequate 
in th e l igh t of the demands of the economic system .  Mean­
wh i l e ,  in September , interest rates rose to 3 5  percent 
monthly in th e para l l el open c redit market . In short , 
even for th e Argen tines  accu stomed to tremendou s dis­
tortion and uncertainty in the economic system, the 
s i tuation in Oc tober 1 9 8 3  bordered on sc ience f ic tion . 

COND IT IONS FOR A WAY OUT 

By the proce s s  j u s t  describ ed ,  Argentina f ound it­
self  in an extremely dif f icul t  position . As  we have 
seen , the intere st a l one on the foreign debt accounted 
for hal f  the country ' s  exports .  The inf l ow of foreign 
exchange wa s never suf f ic ient to su sta in even moderate 
economic growth , so by the fal l of 1 9 8 3  Argen tina had 
at  its di sposal no more than ha l f  the foreign currency 
amount needed to support its productive structure with 
imports . Under these c ondition s , not even the severe 
rec e s s ion is suf f ic ient to f ree the nece s sary foreign 
funds to pay the interest  on the debt . In other words , 
to achieve the relatively modest a im of free z ing the 
capital debt and paying the interest  alone , an even 
deeper rec e s s ion wil l  be nec e s sary . 

What are th e prospec ts for a way out ?  Traditional 
f inanc ial sectors with orthodox tendenc ies are awa iting 
a solution in the form of internationa l recovery and a 
greater demand for Argentine exportabl e  produc t s . How­
eve r ,  the ba s ic disequi l ibrium in the international 
payments sys tem that l ed to the pre sent s i tuation still  
preva il s .  S o ,  permanent worldwide recovery seems very 
unl ikely . Moreove r ,  even if  thi s  reac tiva tion were 
ach ieved , th is  situation might improve bu t cou l d  never 
solve the prob l em ,  because of the magni tude of the 
foreign debt . 
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A s  opposed to the orthodox point o f  view ,  pol itical 
parties plac e  empha s i s  on the need to renegotiate and to 
postpone interest payments and payment s  on the debt 
princ ipa l . The experienc� of Argentina and other coun­
tries h a s  shown that a l though renegotiation is not 
dif f icult ,  probl ems arise  f rom the conditions the l enders 
a ttempt to impose . Tho se cau s ing most  concern are the 
typical rece s s ive conditions set by the International 
Monetary Fund , whose intervention is a lway s  ins i s ted upon 
by the foreign banking institution s . I f  these are 
accepted , they render expans ion and growth virtual l y  
impo s s ib l e . The que s tion h e r e  i s  whether these rec e s s ive 
conditions are inal terab l e  or whether it is pos s ib l e  to 
postpone debt service without accepting them. 

Let u s  f irst cons ider the reason why the Fund 
e s tabl ishes these rec e s s ive demands .  The ma in concern 
of the IMF in approving renegotiation i s  to ensure that 
the indebted country takes advantage of the respite 
granted to it to generate the capacity to service th e  
debt . Howeve r ,  a s  regards practical f ree-exchange mea­
sures of restraint on wh ich the Fund has imposed its own 
philosophy , the only effec tive method rema in ing that 
wou ld enable  a country l ike Argentina to a tta in the 
surplu s in its  current balance-of-payments account n eeded 
to pay its debts is an overa l l  drop in the l evel of 
activity . Thu s ,  the ins i s tence on rec e s s ive mea sures .  

Although rec e s s ion i s  by no mean s  desirable , the 
external balanc ing effect  tha t  is sought is e s s entia l , 
even f rom the point of view of the indebted country . I f  
the neces sary funds for the payment o f  the debt are not 
generated , the only th ing the country would achieve by 
pos tponing the maturities would be a brief respite , but 
it would f ind itself faced with the same problem two or 
three years later , aggravated in the interim by the 
burden of additional accumula ted interest  and an even 
greater ba s ic external disequ i l ibrium due to the dis­
parity between imports and exports , which tends to 
restrict  both recovery and growth . 

The correct approach to the problem i s  to re j ect the 
rec e s s ive orthodoxy o f  the Fund and to advocate 
respon s ib l e  heterodoxy . Tha t i s  to say , it i s  not 
enough to merely rej ect orthodox procedure s ;  they must 
be replaced by other mea sure s that wil l  make the repay­
ment of the debt f ea s ibl e . Spec if ica l l y ,  wh ile  demanding 
a nonrec e s s ive renegotiation , the country mus t  des ign and 
e stab l ish an al ternative foreign economic pol icy capabl e  
of providing the surplus of  fore ign exchange nec e s sary to 
pay its debts , without the need for recess ion . 

A lasting solu tion to the present s i tuation in 
Argentina therefore requires  a eolicy compatible  with 
domestic exeans ion and equ i l ibr1um in the external sector . 
We are conv1nc ed that a pol icy of thi s  k ind is f ea s ible  
in  Argen tina , wh ich has  a particularly high exporting 
and sub stitutive capac ity untapped owing to the lack of 
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the appropriate economic tool s .  

The Ba sic  Concepts B eh ind a Compa tible pol icy 

In view of l imita tions of spa c e ,  we wil l  s imply 
mention the ma in conceptual changes  that are impl i ed when 
compa red with cu stomary pol ici e s . 

F i r s t ,  there i s  the problem of diagno s i s . For many 
yea r s  Argentina ha s al terna ted between two theoretical 
model s  derived f rom confl icting economic pol icies . The 
f ir s t  i s  neoc l a s s ical , based on orthodox pol icy . As the 
pa s t  experiences largely demon strated , it l eads to 
rec e s s ion , stagnation , and accumulative fore ign indebted­
nes s . These  consequenc e s  are a result  of the model ' s  
complete inadequacy to cope wi th rea l ity . But in actual 
fact,  th i s  model is ba sed on the pre sumed optimum 
util ization of produc tive capacity ,  and the conclus ions 
and priorities  derived f rom it a re being appl ied to a 
country whose ma in probl em i s  prec isely the subutil i za­
tion of th i s  capacity . 

The a l terna tive model that provides the inspiration 
for the more acceptable pol icies and a l ternates with the 
orthodox model in the pre-Al fon s ln government pol ic ie s  
i s  o f  Keynes ian orig in . I t  woul d  appear tha t  thi s  model 
is appropriate for Argentina as it is based spec i f ically 
on a s sumed reduction in the produc tive capac ity . How­
ever , th is  i s  an erroneous conclus ion : The Keynes ian 
model is a ppl icable  to cases  in wh ich unemployment is due 
to spontaneou s insu f f i c i ency in dome stic demand , that 
i s ,  a fall  in demand that  occurs where acute contraction 
of the external sector does not ex i s t ;  yet the rec e s s ion 
in Argen tina and countrie s in a similar position i s  
derived prec i s ely f rom such a deterioration . The in­
suf f ic i ency in demand that can be ob served is  not 
spontaneous ,  but is  del iberately provoked by the Banco 
Centra l in order to bring balance to the external sector . 
I t  can b e  overcome with expans ioni s t  Keynesian pol icies 
once the foreign re stra int motivating the insu f f ic iency 
is overcome . 

Therefore , the f ir s t  step toward a change in 
economic pol icy is to adopt a dif ferent theory a s  distinct 
f rom the c la s s ical and Keynes ian theories a s  these two 
are f rom each other , tak ing a s  its point of departure 
the ex i s tence of external constra int and the priority of 
overcoming it . 1 S 

The second conceptual change conc erns the need to 
accept unbalanced productive structure a s  part of real ity . 
Argen tina has  systematica l ly confu sed the need for 
protection i s t  barriers for its indu stry with indu s trial 
ineff icienc y ,  attributing the latter to the incompetence 
or indolence of its entrepreneurs . Thi s  ideolog ical 
pre j udice i s  beh ind the numerou s destruc tive episodes 
of " ef f ic iency" and has impeded the des ign not only of a 
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stab l e  coherent import- sub stitution pol icy but  a l so of 
a pol icy for indu s trial exports . Therefore , it i s  of 
prime importance to understand that the gap between 
internationa l and Argentine industrial price s  is not the 
resu l t  of indu strial inef f ic iency , mea sured in ab solute 
terms , but rather results  f rom the relative di sadvantage 
of indu stry as opposed to the prima ry secto r ,  wh ich i s  
characteris tic o f  the initial and intermediate stage s  of 
development .  For th i s  rea son , in the case  of unbalanced 
productive s truc ture s based on the coex i stence of a 
h ighly productive pr imary sector and a l e s s  productive 
indu strial sector , protectioni s t  tar if f s  on imported 
goods a re not a s ign of ine f f ic iency . Rather they 
constitute an indirect way of generating mu l tiple rates 
of exchange on imports suited to the indu s trial par ity . 

A c l ea r  understanding of thi s  concept wil l  pave the 
way f or intense import substitu tion , which i s  a t  present 
impeded by the notion that  relates any inc rea se in 
indu strial prices over and above the internationa l l evel 
to ineffic iency . Of cour se , thi s  doe s not imply sub sti­
tution at  any cost . A rational attitude toward indus­
tria l i za tion in Argentina requires tha t  there be a higher 
rate for the industria l  dol la r  than for the farming 
dollar , bu t with in rea son . An appropria te analytic f rame 
of ref erence of the k ind j u s t  mentioned would a l l ow the 
weal th-gene ra ting power of  each additional dol lar in an 
economy tha t has been strangled by an ineff ic ient fore ign­
exchange system to be compared with the eventual sacri­
f ic e  in e f f ic iency that  goes hand in hand with the 
a s s ignation of funds for import substitution a t  a h igher 
than interna tiona l cos t .  O n  the ba s i s  o f  th i s  comparison ,  
the max imum cost o f  substitu tion a l l owabl e in each 
different stage of devel opment may be calculated , and 
incentives f or import sub stitution establ i shed with in 
these  l imits . 

The mob il i zation of industria l  exports , wh ich i s  
the th ird concept t o  be examined here , is  a l so fac i l i tated 
by the clarif icat ion of the probl em of eff ic iency . We 
have seen tha t the main rea son for Argentine balance-of­
payments probl ems has been the disparity between exports 
and imports , due to the impo s s ib il ity ( or at  best the 
diff icu l ty )  of exporting indu strial produc ts . Th i s  
diff icul ty in turn i s  attributable t o  the gap between 
Argentine indu stria l  pr ices and tho se of the inter­
national market . We stated that the cau se of th i s  gap 
wa s a relatively l ower indu strial activity in relation 
to that  of farming activitie s ,  as wel l  as the fact tha t  
the rate of exchange wa s ba sed o n  the produc tivity o f  
the latter . 

As  far a s  import substitution i s  concerned , thi s  
inadequacy i n  the rate of exchang e ,  when applied to 
industrial productivity , wa s gradual ly overcome through 
import tarif f s  appl ied from the t ime the indu strial iza­
tion proc e s s  commenced . But  when dea l ing with exports , 
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for decades the same rate o f  exchange wa s ma inta ined for 
indu stry as for traditional farming . I t  is  here tha t  the 
ba s ic incoherence in Argentina ' s  indu strial proc e s s  l ie s . 
On one hand , it wa s accepted that there wa s a need for 
dif ferential rates o f  exchange when indu stry worked for 
the domestic marke t ,  but when it  wa s a question of  
exporting indu s trial goods , thi s  criterion wa s not 
appl ied . 

I n  order to el iminate constra ints in the foreign 
sector and remove the obstacles  to Argent ina ' s  growth , 
th i s  incoherence mu s t  be rec t i f ied onc e and for a l l . To 
do th i s  it i s  neces sary to modify the underlying 
ph ilosophy . Instead of in s i s ting on greater indu s trial 
e f f ic iency a s  a condition for exporting , it must be 
rea l i zed that ach ievement of greater e f f ic iency is one of  
the goa l s  of  the proc e s s  of indu strial development and 
cannot be cons idered a prerequ i s ite for the same . There­
fore , the degree of  indu s trial productivity atta ined at 
any given moment mu st be accepted as a fac t ,  at  l ea st in 
the medium run . F rom th i s  can be derived the need to 
el iminate constraints in the fore ign secto r .  One of the 
ma in ways of ach ieving thi s  i s  to develop a system of 
diff erential incentives for indu s trial exports .  

There are a number of techniques  available  tha t  
could ach i eve th i s  ob j ective . One i s  the u t i l i zat ion of  
a system of  tax refunds s imilar  to that used for ta rif f s . 
Another i s  to set the nominal rate of exchange c loser to 
the indu strial pa rity and to readj u s t  the traditional 
farming indu stry ' s  ra te of exchange through adequate 
export taxe s . The truth i s  that both procedures have 
been followed in the last  twenty years and are sti l l  
be ing util i zed i n  Argentina today . But their appl ication 
ha s been so indec i s ive and incons i s tent that  they have 
been quite inef f ec tive . The a im would be to convert 
these mea sures ,  wh ich up until  now have merely been u sed 
a s  conj unctural pa l l iatives or as a reluc tant conc e s s ion 
to indu s tr ial inef f ic iency , into key el ements of sec tor 
pol icy and the country ' s  devel opment . 

The f ourth option involve s  the encouragement of 
exportabl e  farming products . The problem here i s  tha t  a 
rise  in production implies  e ither  the CUltivation of new 
land that at pre sent is ly ing fallow or more inten se 
farming of CUltivated land u s ing more technology and 
investing more capital . Both procedures imply a rela­
tively higher cost for  the additional production 
requi red ( for exampl e ,  the second tonne of  wheat per 
hectare would cost more than th e f ir s t ) . orthodox 
pol ic ies attempt to encourage increa sed farming pro­
duction by means of heavy deva luations and con sequent 
price increase that would compensate for thi s  inc rea sed 
cost . However ,  these h igher prices , apart from being 
appl ied to the new production , are a l s o  appl ied to the 
previou s one ,  the costs  of wh ich rema in the same . Thu s , 
ma s s ive transfers of  income are made in favor of the 
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farming sector . The se tran s f ers  are unsu sta inab l e  for 
the re s t  o f  the soc iety and constitute the ma in provoca­
tion of  the struggle for increa sed income and the severe 
inf lationary phenomena in Argentina . 

The answer to the probl em i s  to des ign and e s tabl i sh 
incentives that would have a marginal effect and be 
appl icable  spec if ica l ly to increas e s  in production with­
out provok ing unnecessary transfers  of  income in favor 
of production a lready undertaken . Thi s  can be achi eved 
through an appropriate comb ination of moderate increa ses  
in  farming pric e s  along with appropriate f ixed land tax . 
Another means i s  to u s e  state sub s idies or to l ower taxe s  
o n  technolog ical input o r  strategic capital goods 
nec e s sary to inc rese the productivity o f  the land . 

The f i f th and l a s t  techn ique involves the exchange 
regime and do�estic f inanc ial sy stem. In thi s  respect ,  
pol ic ie s in Argentina move between two extreme s . The 
orthodox pol icies are always characteri zed by free 
exchange and a domes tic f inanc ial sys tem des igned to 
attract short- term fore ign capita l . Thi s  means  e i ther 
h igh domestic pos itive real interest rates or not so 
positive real rate s ,  comb ined with postponement of 
ad j u s tments to the exchange rate . The first  variab l e  i s  
heavily rec e s s ive . The second , even though it may be 
expans ive , l eads to a much more accelerated accumulative 
foreign indebtedness  tha t  in a very short time would l ead 
to a renewed balance- of -payments c r i s i s . 

At the other extreme there are the more popu l i s t  
pol icies tha t a r e  character i z ed b y  interest rates heavily 
negative in real terms , comb ined with exchange control s 
a imed at  i sola ting the dome stic f inanc ial c ircu i t  f rom 
the foreign . However ,  the moment the diff erence between 
foreign intere st rates and real domestic rates become s 
pronounced , the control of the exchange rate is over­
ridden , and there is a heavy f l ight of capital via the 
" pa ra l l el " foreign-currency market . There i s  no perf ect 
solution here . The most that can be ach ieved i s  a 
reasonable compromi se between the conf l icting external 
and dome stic ob j ectives . such a compromi se can only be 
ach ieved by : 

1 .  ma intain ing the exchange control with a bas ic 
rate of exchange that  reta ins its real l evel , that i s , 
that evolves in rea l terms according to dome s tic 
inflation less international inf lation 

2 .  establ ish ing the" short-term pa s s ive bank 
interest ra tes a t  l eve l s  tha t  are only sl ightly negative 
and the active rates a t  neu tral l eve l s  

3 .  ma inta in ing suf f ic ient monetary efficiency to 
allow short- term ac tive nonbank rates to e stabl ish them­
selves a t  a s l ightly h igher positive l evel than that of 
the international market 

4 .  providing mea sures to encourage long- term 
domestic saving at  rates s imilar to those of the 
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international market . 

I f  the economic pol icy i s  restructured according to 
these  outl ine s ,  Argentina may effectively reconc i l e  its 
economic expan sion with the creation of the surplus 
nec e s sary to service its  deb t .  I t  i s  true tha t from a 
more traditional point of view, some of the proposed 
mea sures may seem costly in terms of the eff ic ient al lo­
cation of  resources or f iscal expenditure . But ,  if  seen 
from the point of view of  a theoretical model worked out 
on the ba s i s  of the dominant characteristic , that is , 
constra ints in the external sector , these costs become 
l e s s  important in the l ight of the economic benefits  
obta ined through the recoverr and growth that  the pro­
posed mea sures would a l l ow .  1 

Renegotiation of the Debt 

Any mea sure des igned to modify the productive 
structure wil l  take time to bear fru i t ,  even a s suming 
that the external economic pol icy adopted were very 
effective , s ince it would be impos s ible to el iminate 
con stra ints in the external sector immediately . There­
fore , the renegotiation of capita l  debts and part of the 
intere st would have to continue . Neverthel e s s ,  the need 
for rec e s s ive c ond itions wou ld be avoided , becau se in 
adopting a nonrece s s ive program for achieving equil ibrium 
in the external sector--a program based on differential 
ra tes of exchange for importers  and exporters , greater 
marg inal incentives for fa rming , and a f l ex ible  exchange 
and f inance pol icy-- it wou ld again be pos s ib l e  to show 
the creditor s that Argentina wa s capable of genera ting 
the capac ity nece s sary to settl e its debts and to achieve 
economic expans ion . 

The prob l em tha t  arises  in th is  case  is  tha t  thi s  
nonrece s s ive program would c l a sh with the second condi­
tion u sua l ly demanded by the International Moneta ry Fund 
as regards the withdrawal of protection ist mea sures ,  the 
uni f ication of the rate of exchange , the el imination of 
dif f erential incentives for nontraditiona l exports , and 
other " ef f ic i ency " mea sure s . The Fund u sually in s i sts 
on the removal of the mea su res tha t Argentina and other 
countries in a s imilar pos ition need in order to recon­
c i l e  economic expans ion with equil ibrium in the external 
sector . Thi s  paradox is due to the Fund ' s  doubl e  
ob j ective . Apa rt f rom a s suming the ta sk o f  mak ing sure 
that  the economic pol ic ies of the indebted countries  are 
compatib l e  with the ir capacity to settl e their  debts , 
becau se of its trad itiona l ideology the Fund feel tha t  
its second ta sk i s  t o  safeguard f ree interna tiona l trade . 

No one with any common sense cou ld fail  to see the 
obviou s contradic tion between these ob j ectives . The more 
that  diff erential protec tion i s t  mea sures and those 
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des igned t o  s.timulate exports are el iminated i n  countri e s  
l ike Argentina , the g reater wil l  be the tendency for 
imports to grow and for indu s tr ia l  exports to dimini sh .  
The tendency toward disequi l ibrium in the external sec tor 
wil l  increas e , the rec e s s ion needed to counteract it 
wil l have to be greater , and it  wil l  be more diff icu l t  to 
implement the IMF prog ram . 

F rom the point of view of doc trine , th is  contradic­
tion is always denied by the Fund on the bas i s  of  neo­
cla s s ical rationa l e  advoca t ing automatic equil ibrium in 
the foreign sec tor through f ree-market activity . Market 
f reedom i s  insisted upon a s  an automatic cure for a l l  
il l s . Neverthele s s ,  i n  the l ight o f  the i r  practical 
experience ,  the Fund ' s o f f i c ia l s rea l i z e  tha t  the pro­
cedures propo sed by thi s  ins titution for countries l ike 
Argentina for external adj u s tment do not work according 
to theory . For th i s  rea son al though the Fund never 
proposes  heterodox plans for adj u s tment in the external 
sec tor on its  own initia tive , it  may accept them when 
proposed by the indebted country . The ma in condition i s  
that the program be theoretica l l y  sound . In  other word s , 
the International Monetary Fund wil l  u l t imately tol erate 
heterodoxy i f  and when i t  is technically reliab l e . 

I n  Argentina the prob l em has alway s  been tha t  with 
the u sual osc i l l ation in economic pol icies , rel iab l e  
heterodoxy h a s  never occurred . The local orthodox trend 
has  u sually tended to be even more rigidly f ree-exchange­
oriented than the Fund itself . In  fac t ,  in order to over­
come domestic obj ections to th e pol ic ie s  being impo sed , 
the Fund ' s point of view has  often b een u sed a s  an 
a rgument ,  thus mak ing it appear even more vil lainous and 
its negotiab l e  suggestions are pre sented as categoric 
impos itions impos s ib l e  to be re s i sted . 

Moreover , up until now the popular opinion has 
u sua l ly repudiated orthodox pol icies  without tackl ing 
the bas ic problem,  that  i s ,  without propos ing coheren t 
concrete al ternatives for adj u s tments in the external 
sector tha t would be compat ib l e  wi th expans ion . The 
c ountry ' s greatest cha l l enge is to get out of thi s  
osc i l la tory movement .  

There i s  still  one more a spect of the negotiation 
to be con s idere d ,  and that is cost . When payment i s  
postponed the IMF u sual ly appl ies  heavy risk surcharges 
to th e rol l over c redit , plus rol lover commi s s ions and 
additional surcharges  for delayed payment or defau l t . 
These  lack any rea sonabl e  j u s t i f ication . In  private 
commerc ial activity , when a mistake is made and credit 
i s  granted to a company that later appears before a 
c reditors '  meeting , it  is  cons idered satisfactory if 
the amount l ent i s  recuperated along with the norma l  
accrued interest and withou t  pun itive mea sures . I t  is  
h igh ly unl ikely tha t  additional gains f rom the postpone­
ment woul d  even be con s idered . 
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I n  the renegotiations between the interna tional bank­
ing institutions and indebted countries , the oppos i te 
occurs . Here , the postponement of payments  has become a 
considerabl e  additional source of profits  for the bank s .  
Furthermore , a s  can b e  seen i n  the agreement with 
Aerol in ea s  Argen tina s ,  the government tends to agree to 
l egal clau s e s  that  are extremely diff icult  to ful f il l . 
These clauses  may totally inh ibit freedom of  action , 
impo se exc e s s ive pena l ties for even the sl ightest defau l t ,  
and imply the appl ication of pena l ties . In short , rather 
than ensuring payment o f  the debt,  these renegotiation 
contracts ref l ec t  the c reditor ' s  intention of taking 
maximum advantage of the s i tuat ion and gradual ly securing 
the dependenc e of the debtors .  

Why doe s  Argentina a l l ow itsel f to be sub j ec t  to 
thes e  conditions ?  In thi s  case it is not a question of 
any real di sadvantage in the bargaining s i tua tion , but 
rather the inab il ity of the country to determine its own 
pos ition adequately . Between Argentina and its creditor s 
there c l early ex i s ts a s i tuation of mutual  dependence . 
Argentina cannot run the risk of a su spens ion of payments 
for it would mean del inkage f rom the res t of the worl d .  
O n  the other hand , due t o  the s i z e  of Argentina ' s  debt 
and the l egal implication s for the bank s of an expl icit 
suspen s ion o f  payment s , the c reditors cannot take the 
r i sk of th i s  occurring either . In  view of  th i s ,  
conditions do ex i s t  tha t  would a l l ow very equ il ibratory 
negotiation s . 

The attitude of  the Argentine government is  not 
der ived f rom any true balance of  power but rather from the 
lack of any l ocal pol itic a l  cohe s ion , the hab it of always 
resorting to l a st-minute negotiat ions when a su spen s ion 
of payments is imminent , and the strong ideol ogica l , 
soc ia l , and cul tural pres sure exerted on the country ' s  
rul ing el ite s  by the international bank ing institution s . 
Moreove r ,  the repre s entative s of the l eading parties 
tend to ignore the real severity of the f inanc ial con­
ditions and to overestima te the country ' s  negotiating 
capacity . Hard- l ine tactics  ins i s ted on in the talks  
in practice are very di f f icult to  sus ta in . Once  more 
the fami l iar attitude that o sc il lates between imagined 
omnipotence and exc e s s ive submi s s ion becomes apparent . 
What i s  needed i s  a more serious , more rea l istic , and 
l e s s  inprovisational attitude toward the negotiating 
proces s .  

THE FUTURE 

I s  Argentina capable of  emerg ing from the present 
cris i s  by adopting a rationa l attitude and estab l i sh ing 
c oherent economic pol icie s ?  Or will the hab itual cyc l e  
of expans ion and reces sion continue ? Certa in ob j ective 
c ircums tance s  would appear to indicate tha t ,  for better 
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o r  for wor se , we are on the verge o f  a great qual itative 
change . 

Af ter many years of  military government ,  el ections 
wil l  be held in Argentina shortly to choose a consti­
tu tional government .  Drawing a rather loose para l l el 
w ith the United S ta te s ,  the mil i tary government in 
Argentina could be compared to the Republ ican admini stra­
tion with its rec e s s ive orthodox and economic " recovery " 
pol icies . The con stitutional government could be compared 
to the Democrats ' expans ive Keynesian pol icie s .  However , 
up until now , either a s  an effect of  a recent rece s sion 
or as  a resul t of a favorable  s i tuation in the world 
market , the representative governments have always been 
in power in situations where abundant international 
reserve s have made domestic economic expans ion po s s ibl e .  
On each occa s ion , thi s  expans ion has lasted only a s  long 
a s  the international re serve s . Thi s  wi l l  be the f irst  
time that a constitutional government a s sume s power in  
the ab sence of reserves , wi th the country on the verge of 
a suspens ion of paymen ts and with a foreign debt on 
wh ich the interes t  alone accounts for hal f the revenue 
f rom exports . Therefore , the government wil l  lack its 
u sual margin of maneuverabi l i ty in the external sector 
needed to achieve the reactivation of the domestic market .  

O n  the other hand , the prospects for a n  eventual 
swing toward orthodoxy would not be advantageous either . 
With these turnabouts , a f ter the accustomed " atonement 
for s in s "  o f  the first rec e s s ive pha se , there wa s always 
the prospect of a " reward , " typica l  of pha se two and 
provided by economic expans ion on the ba s i s  of fore ign 
credit . Such a reward always la sted only a s  long a s  the 
country ' s  debt- servic ing capac ity . But today the inter­
nationa l f inanc ial cri s i s  makes further indebtedness 
on the part of Argentina impos s ib l e  and wil l  cont inue to 
do so for a long time , so that thi s  door to a solution 
i s  closed . 

Therefore the u sual o s c i l l ation between expans ion 
and recess ion woul d  appear to have ended . In the l ight 
of the present s ituat ion , there are two pos s ib l e  courses 
to take . If  th e economic pol icies followed up until now 
are not modif ied , the only al ternat ive will be a pro­
longed recess ion , intense enough to allow the payment of 
interest on the foreign debt . With the present debt 
magn itude an even deeper rece s s ion than the present one 
is neces sary . But with the soc ial , pol itical , and 
economic tension and national f rus trat ion that ha s 
accumulated , th i s  al ternative i s  unsu sta inable and would 
have unforeseen pol itical consequences . 

The s econd a l ternat ive is  the adoption of a rational 
economic pol icy adapted to the needs o f  the country . 
There are two po ints in favo r  of  thi s  proposal . The 
first  is the growing awarene s s  on the pol i tical scene 
that the days of improvisa tion are over and that dra stic 
solutions are necessary . The second is the maturing 
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technical knowl edge of  the two ma j or democratic parties ,  
one o f  wh ich wil l shortly a s sume power . Today the se 
partie s are much more qual i f ied than before to free them­
selves f rom the yoke of deep-rooted idea s and to adopt a 
creative approach in keeping with reality .  

The Overal l  Nature o f  the P robl em 

The analysis  of  Argentina ' s  indebtedn e s s  that ha s 
been done up until now i s  incompl ete . The present dis­
equil ibrium in the balance of  payments of  the different 
Latin American countries  is not due solely to individual 
structural problems or to errors in the individual eco­
nomic pol icies o f  each country . Independently of the s e ,  
the disequ il ibrium s tems a l so from a n  overal l  dis­
equil ibrium in the worldwide payment s  sy stem that arose  
in part a s  a result  of  the oil  cri s i s . 

In f ac t ,  the ma j o r  consequence of  thi s  c r i s i s  wa s 
tha t for almost  ten year s  the oil- importing countries 
accumulated an overa l l  bal ance-of -payments  def icit  on 
current account in relation to the oil-exporting coun­
trie s . A number of o i l - importing countries were forced 
to ma intain thi s  def ic it because , while  the worldwide 
disequil ibrium continued ,  it  wa s not mathematical ly 
pos s ible for all countries  to ma inta in an equil ibrium in 
their balance of  payments .  F inal ly , ma inly a s  a resul t 
of worl d  rec e s s ion , the overa l l  oil  def ic it tended to 
recede . But the surpluses  that the oil-exporting coun­
tries had accumulated in the interim,  which had been 
recyc l ed via the worl d  bank ing institut ions to the 
importing countries , continued to generate intere s t .  
Thu s ,  the overal l def icit  i n  the current account per­
s i sted- -not , stric tly speak ing , as a result  of the oil 
c r i s i s  but rather of the disequ il ibrium generated through 
the servic ing of debts that had accumulated as a resul t .  
These services have become particularly heavy with the 
rise  in real world interest rates over the last  f ew years . 

In  th is  situation , it continues to be impos s ible  for 
all countries to achieve an equil ibrium in their balance 
of  payment s  on current account , and it i s  even l e s s  
l ikely that they can accumulate the surpluses neces sary 
to settl e their debts . I s I t  is pos s ible that th is  
ob j ective might be reached by Argent ina alone , but  if 
th i s  were the case , it wou ld mean the aggravation of  the 
def ic it of some other country or group of  countrie s .  
Presumably , that country woul d  try to defend itself  by 
restricting imports or encouraging exports , wh ich woul d  
then make Argentina ' s  a im t o  ach ieve equil ibrium even 
more diff icu l t  to atta in .  The hoped-for recovery o f  the 
indu s trial countries wil l  not solve the problem either , 
becau se its immediate effect might be to inc rea se oil  
pric e s , wh ich would then aggravate the overal l  imba lance 
even more . 
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A def initive solution appl icabl e  to a l l  countries 
s imu l taneou sly can only be found by the comb ination of 
pol ic ie s  adapted to the needs of each individual country 
and by an overa l l  solution for the payments probl em .  
Th i s  woul d  imply a heavy reduction i n  world interest rates 
and , until the overal l  disequil ibrium ha s receded , an 
adequate recycl ing system e s tabl i shed with the inter­
vention of  some kind o f  intergovernmental security net­
work . Above all , it would imply the need for governments 
and banking institutions to rea l i z e  that they a re not 
merely fac ing a s impl e  aggregate of probl ems a r i s ing from 
countries unabl e  to balance their  foreign accounts ,  but 
rather the consequence s  of  an overal l  di sequi l ibrium in 
the system that mu st be treated as such . This  sub j ec t ,  
however ,  goes beyond the scope o f  thi s  chapter . 

NOTE8 

1 .  Th i s  is the titl e of an Argentine f ilm ref lect­
ing that particular s i tuation . 

2 .  Aldo F errer , "La Deuda Externa Argentina : 
Prob l ema s  y perspectiva s , " paper presented at conf erence 
held at the Univers ity of N ew York ( publ i shed in Informe 
Ganadero , Buenos Aire s ,  1 9 8 2 ) . 

3 .  An analysis  of th i s  exchange ef fect can be 
found in Marcelo D iamond , Doctrina s  Economica s ,  Desarrol lo  
e Independenc ia , Buenos Aire s ,  1 9 7 3 . Al so in Marcelo 
Diamond , " La E structura Productiva Desequil ibrada y el 
T ipo de Camb io , " Desarrollo  Economico ( Buenos Aires ) , 
April-June 1 9 7 2 .  

4 .  A deta il ed description o f  the economic model of 
imbalanced productive structures and their characteris­
tic s can be found in D iamond , Doc trina s Economicas . 

5 .  Th i s  type of inflation is  analyzed in ibid . : 
Marcelo D iamond , " Towards a Change in the Economic 
Paradigm Through the Experience of Devel oping Countries , "  
Journal of Development Economic s 5 : 1 9 - 5 3 : and  Marcelo 
D iamond , " Los  Cuatro Tipos de Inflac ion Argentina , "  
Competenc ia (Bueno s Aire s ) , April 1 9 7 1 . 

6 .  Calculated on the ba s i s  of data f rom the 
Banco Central . 

7 .  Guido D i  Tella , Peron-Peron 1 9 7 3 - 7 6 , Buenos 
Aire s ,  1 9 8 3 . 

8 .  Anton io Lope z ,  " La Deuda Externa en C if ra s , "  
unpubl ished ( synthesis  in the newspaper Clarln ,  
Buenos Aire s ,  July 1 9 8 3 ) . 

9 .  As  shown later , the f igures for the foreign 
debt obta ined f rom the Banco Central survey differ f rom 
those obtained f rom the analys i s  of the ba lanc e of 
payment s  for 1 9 7 6  to 1 9 8 1 .  Thu s ,  according to the survey , 
the foreign debt increas ed during thi s  period by 
U8$ 2 7 .79 bill ion , whereas the balance of payment s  
indicates a n  increa s e  of  U8$ 2 0 . 0 3 4 4  bill ion . Thi s  means 
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a differenc e o f  US$ 7 . 7 6 4  b i l l i on .  
1 0 .  D iamond , Doc trina s Economica s . 
1 1 . Calculated according to data from IFED , 

Coyuntura y De sarroll o ,  several  i s sues and statistical 
appendice s ,  Buenos Aire s , 19 8 2 .  

1 2 . IFED , Coyuntura y De sarro l lo ,  no . 5 0 ,  Buenos 
Aire s ,  April 1 9 8 2 .  

1 3 . D iamond , Doctrina s Economica s .  
1 4 . Marcelo D iamond , " Hacia una pol itica del Sector 

Externo , " paper  pre sented at  the seminar La Construcc ion 
de la Democrac ia en Argentina , Buenos Aires , Augus t  1 9 8 3 . 

1 5 .  D iamond , " Towards a Change in the Economic 
Paradigm . " 
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Reschedul ing Brazi l 's Foreign Debt: 
Recent Developments and Prospects 

Paulo Nogueira Batista, Jr. 

INTRODUCTION 

S ince the f inal months of  1 9 8 2 , Bra z i l  has been in­
volved in the laborious proce s s  of  reschedu l ing its 
external debt . l Renegotiating a debt as  large as  Bra z i l ' s  
is  o f  course a most diff icu l t  task . According to 
official  data , in March 1 9 8 3  Bra z i l ' s  foreign debt ( in­
cluding short-term obl igation s )  was in the range of 
US$ 8 6  b i l l ion 2 of  which US$ 5 7  bil l ion had been provided 
by fore ign private banks operating within the Bank for 
International Settlements '  reporting area . ' Given the 
structure of the debt , two-thirds of which is owed to 
foreign commercial banks , and the fact that several 
hundred individual credit institutions from the United 
States , Europe , Japan , and other countries are invo lved , 
the problem of  coordinating and keeping in balance a l l  
these  interests tran s forms the whole  renegotiation proce s s  
into a veritable administrative nightmare . 

I n  thi s context , it i s  diff icult to evaluate 
adequately the recent restructuring and ref inancing 
of  Bra z i l ' s  debt service as  implemented by the Bra z i l ian 
economic authorities with the support of the International 
Monetary Fund and a group o f  large U . S .  commercial 
bank s . Nevertheless , because of the importance of  thi s  
i s sue f o r  the short- and long- term prospects o f  both 
Bra z i l  and international f inanc ial markets , it i s  
essential t o  examine how negotiations between Bra z i l  
and its foreign creditors a r e  being conducted . 

This essay attempts to describe how Bra z i l ' s  
external f inancial relations have evolved recently , 
highl ighting the ma j or drawbacks in present reschedul ing 
procedure s .  The first section comments brief ly on the 
origins of the current balance-of-payments cri s i s  and the 
impact it has had on Braz i l ' s  international reserve s . 
The second section discusses the reasons for the early 
fai lure o f  the first phase  o f  debt renegotiations from 
December 1 9 8 2  to mid- 1 9 8 3 . The third section dea l s  with 
the general outl ine of  the f inanc ing and reschedu l ing 
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agreement for 1 9 8 4 ,  now under negotiation . I n  the f inal 
section , the main probl ems involved in the present 
approach to Bra z i l ' s  debt- servic ing diff iculties  are 
underl ined and an attempt is made to sketch some aspects 
of  a new debt-restructuring strategy . My view i s  that , 
unle s s  Bra z i l ' s  pol icyrnakers radically change their 
attitude toward the foreign debt probl em ,  they wi l l  f ind 
it diff icult to avoid a further deterioration of the 
country ' s  already seriou s economic situation . 

THE BRAZILIAN FORE IGN-EXCHANGE CRI S I S  

The immediate cause of the recent foreign-exchange 
crisis  was the sudden , unexpected interruption in the 
flow of  foreign bank c redit .  This interruption came 
about in the thi rd quarter of 1 9 8 2  in the wake of the 
conf idence crisis  generated by the Mexican moratorium . 
However ,  Bra z i l ' s  balance-of-payments probl ems evidently 
started much ear l ier , and the drastic reduction in the 
inflow of external credit ha s only brought into the open 
the latent l iquidity c r i s i s  that had exis ted s ince 1 9 8 0 ,  
a s  can be seen from f igures for foreign-exchange reserves 
presented later in thi s  section . 

I n  fact , Bra z i l ' s  balance-of-payments situation , 
already precarious s ince the f irst oil  c r i s i s  of  1 9 7 3- 7 4 , 4 
became cons iderably more serious after 1 9 7 9  as  a result 
of the second o i l  shock , the dramatic increase in inter­
national intere st rate s ,  the world reces s ion of 1 9 8 0 - 1 9 8 2 , 
the contraction in international trade , and the fall  in 
�he prices of several of Bra z i l ' s  ma j or exports .  The 
impact of these external shocks was magnif ied by the 
Bra z i l ian economic authorities ' failure to evaluate 
correctly the evolution of the international situation . 
I n  fact , economic pol icy during this period wa s extremely 
erratic and total ly l ack ing in a clear definition of  
main obj ectives . 5 

Consequently , Bra z i l ' s  foreign-exchange po sition at 
the start of  1 9 8 2  was al ready quite unfavorable . After 
the Mexican payments suspens ion and its ef fect on inter­
national bank credit , it became increas ingly difficult 
to admit that Bra z i l ' s  foreign l iabi l ities cou ld continue 
to be refinanced or " recyc led" through normal market 
mechani sms . In  19 8 2 ,  a series of unfavorable c ircum­
stance s ( a  fall  in export s ,  an unexpected increa se in 
intere st payments ,  a reduced inflow of medium- and long­
term foreign funds , and the problems involved in re­
financ ing the short-term commerc ial debt and the 
l iabi l ities of foreign branche s and subsidiaries of 
Bra z i l i an bank s )  wore down Bra z i l ' s  re si stance ( see 
Table 1 0 . 1 ) . 

I n  November 1 9 8 2 ,  the Bra z i l ian government made 
public  its  intention to seek maximum acce ss to IMF funds . 
In  Dec ember ,  after being a s sured direct support from the 
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Fund , Bra z i l  presented its  ma j or private creditor s with 
a global f inanc ial scheme for 1 9 8 3  and decided to 
partial ly suspend amortization payments .  In spite of the 
bridge loans provided by a group of large private inter­
national bank s ,  the U . S .  Treasury , the Bank for Inter­
nationa l  Settlements , and the f irst tranche of  the 
compensatory financ ing fac i l ity f rom the IMF , B ra z il ' s  
international reserves were cons iderably lower at the 
end of  1 9 8 2 ,  fall ing from US $ 7 . 5  b i l l ion in December 1 9 8 1  
to only US $ 4  b i l l ion by December 1 9 8 2 . 

Furthermore , it must be noted that these o f f i c ial 
figure s ,  which refer to the " international l iquidity o f  
the monetary authorities , "  provide only � partial indi­
cation of  the real s ituation . In  fact , the se f igures 
should not be cons idered as  correct indicators of  the 
e f f ective international l iquidity of  the monetary 
authorities . F irst , becau se there i s  some uncertainty as  
to the real convertibil ity o f  the as sets regi stered a s  
international reserves b y  the central bank . Although the 
exact composition o f  the reserve s i s  unknown , there are 
indications that foreign-exchange crises  in several of 
Bra z i l ' s  trading partners , such as Poland and Mex ico , 
to which substantial amounts o f  export finance credit had 
been extended , have l ed to a reduction in the value and 
effective l iquidity of  some as sets inc luded in Bra z i l ' s  
offic ial  re serves statistics . Second , s ince these 
f igures correspond to gro s s  a s sets ( see Tab l e  1 0 . 2 ) , the 
monetary authorit ies  ( and other government agenc ies ) can 
arti f i c ial ly maintain official  l iquidity l eve l s  by tak ing 
out short-term credits or through accounting operations 
with branches of  Bra z i l ian banks abroad . This  is  exactly 
what seems to have been happening in Bra z i l  over the past 
three years . As can be seen from the data in Table 1 0 . 3 ,  
the monetary authorities ' short-term l iabi l ities in­
creased s igni ficantly during 1 9 8 0  and were con s i s tently 
above US $ 3  b i l l ion in 1 9 8 1 .  I n  the early months o f  1 9 8 2 ,  
they increa sed cons iderably again . The reduction i n  net 
re serves wa s much greater than the reduction in gro s s  
reserves in thi s  period , and the former have almost  
always stood at l e s s  than the value of  two months ' imports 
since mid- 1 9 8 0 .  

More recent data for September 1 9 8 2  were inc luded 
in the Technical Memorandum annexed to the Letter of 
Intent sent to the IMF on January 6 ,  1 9 8 3  ( see Table 
1 0 . 4 ) . On  September 3 0 ,  1 9 8 2 ,  the gro s s  res erves of the 
monetary authorit ies came to a total of  US $ 4 . 3 5 2 1  b i l l ion 
and short-term liab i l itie s to US $ 3 . 3 0 3 7  b i l l ion . Thus , 
net international reserve s amounted to only US $ 1 . 0 4 8 4  
b i l l ion ,  equiva l ent to l e s s  than twenty days ' imports . 

By the end of  1 9 8 2 ,  net international reserves o f  
the Bra z i l ian monetary authoritie s ,  a s  def ined i n  the 
Technical Memorandum of Understanding , were a l ready 
negative by several bil l ion dol lars . In December 1 9 8 2  
the total o f  short-term foreign l iabil ities o f  both the 



2 8 1  

Table 1 0 . 2 Braz i l : Gross International Re serves of the Monetary 
Authorities (Banco Central and Banco do Brasil ) ,  1976-1982 
( in mi l l ions o f  U . S .  dol lars ) 

Special Reserve Gross Reserves 
Drawing Position Foreign of Monetary 
Rights in IMFa Exchange b Gold c Authorities 

Period (A)  (B)  ( C )  ( D )  ( E=A+B+C+D ) 

197 6 : December 199 188 6 , 101 5 6  6 , 544 
1977 : December 2 10 195 6 , 787  64 7 , 2 5 6  
1 97 8 :  December 2 3 9  181 11 , 406 68 1 1 , 894 
197 9 : December 383  2 4 1  8 , 342  722  9 , 688 
1980 

March 468 2 6 2  6 , 185  1 , 036 7 , 95 1  
June 508 288 4 , 8 2 5  9 5 3  6 , 574  
September 504 2 7 1  4 , 5 3 4  1 , 1 7 9  6 , 488 
December 384 344 5 , 04 2  1 , 143  6 , 9 1 3  

1981 
March 4 5 6  3 0 1  4 , 749 971 6 , 47 7  
June 447 258 4 , 496 948 6 , 149 
September 444 2 5 5  4 , 7 5 9  8 8 7  6 , 34 5  
December 4 5 2  264 5 , 888 905 7 , 509 

1982 
March 4 3 9  260 5 , 594 7 8 9  7 , 08 2  
June 4 2 5  2 74 5 , 4 2 8  814 6 , 941 
September 189 282 4 , 7 14 871  5 , 05 6  
December 0 287  3 , 64 1  6 5  3 , 993  

aUnconditional IMF related reserve assets 
bClaims against foreigners in the form o f  bank deposits , treasury 

bi l l s ,  and other documents that may be used to cover balance-of­
payments deficits , inc luding nonnegotiable credit bills obtained 
through agreements between central bank s or governments 

c Since October 1979 gold has been asses sed on the bas is of the 
dai ly average closing quotations in London during the preceding 
two months . 

Source : International Monetary Fund . 

Banco Central and the Banco do B ra s i l , plus the l iabi l i­
ties incurred by making use o f  IMF funds , exceeded the 
value of the ir foreign assets by approx imately US$ 3 . 0  
b i l l ion . 6 

DEBT RENEGOTIATION : THE F IRST ROUND 

On December 2 0 ,  1 9 8 2 ,  the Bra z i l ian economic 
authorities presented the country ' s ma j or bank creditors 
with a comprehens ive f inanc ial program for 1 9 8 3 , sub­
divided into the following four pro j ects : 
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Table 1 0 . 4 Brazil : Net International Reserves o f  the Monetary 
Authorities (Banco Centra l and Banco do Brazil ) ,  September 3 0 ,  1 9 8 2  
( in mi l lions of U . S .  do l lars ) 

( A )  Assets 
Spot Assets 
Short-Term Assets 
Medium- and Long-Term Assets 

( B )  Liabil ities 
Spot Liabilities 
Short-Term Liabilities 
Medium-Term Liabi lities ( IMF ) a 

( C )  Net International Res erves ( A-B )  

4 , 3 5 2 . 1 
1 , 386 . 1  
2 , 61 7 . 4  

348 . 6  
3 , 303 . 7  

3 , 303 . 7  

1 , 04 8 . 4  

aInc ludes a l l  repurchase obl igations ar�s �ng from the use of Fund 
resources in the f irst credit tranche , under the extended agree­
ment , the compensatory financing fac ility , and the buffer stock 
financ ing fac i l i ty 

Source : Technical Memorandum of Understanding ( annexed to Letter 
of Intent o f  January 6, 1983 ) . 

1 .  a " jtmbo loan" o f  US $ 4 . 4 b i l l ion to be provided 
by foreign commercial bank s in proportion to 
their outstanding credits to B ra z i l  

2 .  the reschedu l ing of amortizations due to 
foreign banks in 1 9 8 3  ( tota l  value estimated 
to exc eed US $ 4 . 0  b il l ion ) 

3 .  the renewal of  short-term commercial credit 
l ines 

4 .  the restoration of tota l interbank l ine s for 
foreign branches and subs idiarie s  of  Bra z i l ian 
bank s to the l evel observed in mid- 1 9 8 2 . 7 

The volume o f  funds requested depended of  course  on 
the forecasts for the current and capital accounts of the 
bal ance of payments ,  including the estimates concerning 
short-term foreign debt and interbank debts of the sub­
s idiarie s and foreign branches of Bra z i l ian bank s . The 
central a spect of the proj ections wa s Bra z i l ' s  commitment 
to generate an unprecedented surplus of U S $ 6 . 0  b i l l ion 
in its trade balance and to en sure an a l so unprecedented 
reduction of  over 50 percent in its current account 
deficit  in 1 9 8 3 . It was hoped that the re sources pro­
vided by these four pro j ects along with loans from 
o f f ic ial credit sources ,  suppl iers ' credits , and direct 
investment wou ld create a capital account surplus 
suf f ic ient to cover the deficit on current account and to 
finance an increase o f  approximately U S $ l . O  b i l l ion in 
gro s s  international reserve s . 

I t  must be stres sed f irst o f  a l l  that even if the 
f inanc ial program for 1 9 8 3  had been succe s s ful in a l l  its 
basic points , it would not have been abl e  to assure a 
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smooth admini stration o f  Bra z i l ' s  foreign account s .  When 
one cons iders that B ra z i l  started 1 9 8 3  with negative net 
reserve s ,  and gro s s  reserves tota l ing l e s s  than three 
month s ' imports , it is obvious that an increa se of barely 
US $ l . O  b i l l ion in re serves would not have brought about 
any s ignif icant change in the country ' s  foreign- exchange 
s i tuation . Despite the adj ustment ef fort impl ic it in a 
reduction of over 5 0  percent in the current account 
def icit ,  B ra z i l ' s  external vulnerabil ity would sti l l  have 
been extremely h igh by the end of 1 9 8 3 . 

I n  fac t ,  most of  the new re sources provided by the 
fore ign commerc ial bank s and the IMF in 1 9 8 3  were a lready 
committed to the settlement of bridge loans disbursed 
during the f inal quarter of  the previous year . More than 
6 0  percent of the resources  to be provided by the IMF in 
1 9 8 3  were to be primarily destined to settle  short-term 
debts owed to the u.s. Treasury and to the B I S ; more than 
5 0  percent of  the US $ 4 . 4  b i l l ion j umbo loan wa s to be 
used in the settlement of bridge loans advanced by 
commerc ial bank s . More important , however ,  is the fact 
that the program propos ed to the foreign bank s wa s based 
on a series of  rather controvers ia l  hypotheses regarding 
the behavior of B ra z il ' s  foreign accounts in the short 
term . I n  fac t ,  the four-pro j ect  package proposed in 
December 1 9 8 2  did not contain enough medium- and long­
term f inancial re sources  and therefore became exc e s s ively 
dependent on short- term credit l ines . 

After a few month s ,  it became apparent that the plan 
for adjustment and fore ign f inanc ing des igned by the 
Bra z i l ian government for 1 9 8 3  could not be ful f i l led a s  
initially formul ated . B ra z il wa s then obl iged , even 
before the end of the first  semester of 1 9 8 3 , to seek a 
way of  broadening the scope of the f inanc ing program 
presented to the private international bank s in December 
1 9 8 2 . It  had become absolutely c l ear  that one of the 
basic  a s sumptions of the program wa s unreal i stic , namely , 
the a ssumption that fore ign bank s would voluntarily main­
tain or even increa se  their  short-term exposure with 
Bra z i l  or foreign branches of B ra z il ian banks . The 
partial failure of the thi rd pro j ect ( short-term 
commerc ia l l iab il ities ) and , in particular ,  of the 
fourth pro j ect ( reestab l i shment of interbank l ines for 
foreign branches of B ra z i l ian banks ) seems to have 
l argely contributed to the deter ioration of the situation . 
The obstinate res i s tance of a SUb stantial part of the 
internationa l banking communi ty prevented B ra z i l  from 
reach ing the expected l eve l s  of short-term financ ing . 
Thi s  resi stance can be attributed to a number of factors ,  
th e most obvious being a genera l di s satis faction with 
the way in which negotiations were carried out , the 
incompatibil ity of the fourth pro j ect with the normal 
functioning o f  the interbank market , a genera l lack of 
conf idence in Latin American borrowers , growing doubts 
concern ing Bra z i l ' s  trustworth ine s s ,  and , f inal ly ,  
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di scontentment among various bank ing sector s in face of 
the preeminence of New York bank s during the negotiations 
on the four B ra z i l ian pro j ects . 8 

Furthermore , a s  ha s a lready been stated , the four­
pro j ect  program was based on a series of controvers ia l  
hypotheses regarding the behavior o f  B ra z il ' s  foreign 
accounts in 1 9 8 3 . From monthly data i s sued by the govern­
ment ,  one could see that the balance-of- trade surplus 
would probably equa l , or even exceed , the target of  
U5$ 6 . 0 b i l l ion . Neverthe l e s s , on the whol e  the foreign 
accounts did not adj ust to the government ' s  forecasts for 
1 9 8 3 , and there was a cons iderable deterioration in the 
global balance-of-payments position . The discrepanc ies  
between targets and actual re sults seem to  have been 
partly due to a larger than expected deficit in the 
interest and other services accounts . More important , 
however , were the deviations observed in capital account 
of  the bal ance o f  payments . As a result  of the fai lure 
of  the fourth pro j ec t ,  of a substantia l f a l l  in foreign 
direct inve s tment , and of delays in the di sbursement of 
loans , net re serves became increas ing negative whi l e  the 
volume o f  payment arrears expanded . Under these  c ir­
cumstances ,  Bra z il wa s unabl e  to respect the quarterly 
ceil ings for the global balance-of-payments def icit  
agreed upon with the IMF . 

I n  fac t ,  the inevitable  redef inition of  the debt­
renegotiation proce s s  suffered con s iderably from the pre­
mature failur e  of the f irst  and second vers ions of the 
internal adjustment program negotiated between B ra z i l  and 
the Fund . The four-proj ect program was merely a f inanc ial 
compensation for a severe ad justment program approved by 
the IMF . Execut ive Board in February 1 9 8 3 . The di sbur se­
ment of  resources for the first pro j ect was l inked 
contractua lly with the release of  IMF funds , which in 
turn depended on the quarterly monitoring of the adjust­
ment program and the previously  e stabl i shed performance 
criter ia . 

In  mid-April 1 9 8 3 , the president o f  the Banco Central 
announced the IMF ' s  dec i s ion to suspend the disbur sement 
of the second tranche of its loan to Bra z i l  until the 
reason s for the nonfu l f i l lment of some of the performance 
criteria were clarif ied . Bra z i l  had greatly exceeded 
the targets fixed for the public  sector s ' borrowing 
requ irements as we l l  as for the net domestic a ssets o f  
the monetary authorities and f o r  the global balance-of­
payments def ic i t . 9 Thu s ,  in less than two month s it had 
become public that the agreement signed in January and 
revised in February had become obsol ete . The targets 
were so unreal i stic that the quant itative criteria 
stipulated in the Letter of  I ntent prepared at the end of  
F ebruary proved impossible  to achieve only one month 
l ater . 

I n  fact , the shortcomings of the adj ustment program,  
a s  wel l  a s  the speed with which thi s  first  pha se of 
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negotiations between the B ra z i l ian authorities and the 
IMF had been concluded , did show , on one hand , a neg l i ­
gent attitude o n  the part of Bra z il and , o n  the other , 
a lack of  understanding o f  the pecul iarities of the 
Bra z il ian economy by the IMF technical staff . As a 
resu l t ,  the disbursement of  credits that had already been 
agreed upon was cal l ed to a halt ,  and there wa s a growing 
ero sion of the dome stic and foreign c redibil ity of 
B ra z il ian pol i cymakers . l o 

The combination of these prob lems exerted unprece­
dented pres sure on Bra z il ' s  fore ign accounts . S ince its 
interna tional reserves were exhausted and it wa s im­
possible to continue rais ing short- term compensatory 
loans , Bra z i l  had no alternative but to allow a rrears 
to accumulate . B ra z il ' s  net internat iona l reserve s ,  
a l ready negative by severa l b i l l ion dol lars a t  the end o f  
1 9 8 2 ,  were even further reduced i n  the first seme ster of 
1 9 8 3 . At the end of June , the short- term and medium- term 
( IMF ) l iab i l ities of the monetary authorities exceeded 
the value of  their foreign a s sets by some US $ 4 . 5  bi l l ion 
( see Tabl e 1 0 . 5 ) . The tota l sum of  payment a rrears  
amounted to  almost  US $ l . O  bil l ion at the end of March I 1 
and exceeded US $ 2 . 5 bil l ion at the end of Augu st . 1 2 

DEBT RENEGOT IAT ION : THE SECOND ROUND 

G iven the failure of the first f inanc ing and adjust­
ment program negotiated with the fore ign commerc ial banks 
and the IMF , the B ra z i l ian government wa s forced to 
initiate a second round of negotiations hal fway through 
1 9 8 3 . However ,  the delay in arriving at a new agreement 
with the IMF resulted in the slowing down of negotiations 
with fore ign commercial bank s and other sources  of credit . 
Al though negotiations had not been conc luded at  the time 
o f  th i s  writing , the new version for the program had 
already been outl ined , permitting a prel iminary evalua­
tion . 

The new fore ign financ ing program has been des igned 
to meet the c redit requ irement s  for 1 9 8 4  and to cover th� 
shortfal l s  of the 1 9 8 3  program . The mo st important 
change i s  perhap s the dec is ion to apply to the Paris  Club ,  
that i s ,  to reschedule  the amorti �ation s and intere st 
due on loans from fore ign governments or guaranteed by 
foreign governments . Dur ing the previous round of 
negotiations , only medium- and long- term amorti zations 
due to fore ign bank s ( and Bra z i l ian bank s abroad ) were 
re schedu l ed . There has a l so been a sl ight reduction in 
the spread ( and other cos t s )  and an exten s ion of the 
grace period and the f inal matur ity applied in the f irst 
pro j ect ( US $ 6 . 5  b i l l ion in " new money" ) and the second 
pro j ect  ( reschedul ing o f  amortizations due to bank s in 
1 9 8 4 ) . F inally , there are s igns that the governments 
of  industria l i zed countries wil l  be wi l l ing to step up , 



Tab le 10 . 5  Brazil : Net International Reserves of the Monetary 
Authorities ( Banco Central and Banco do Bras i l ) ,  June 30 , 1983 
( in mi l l ions of U . S .  dol lars ) 

(A)  Assets _ 
Spot Assets 
Short-Term Assets 
Medium- and Long-Term Assets 

( B )  Liabil ities 
spot Liabi lities 
Short- Term Liabilities 
Medi�Term Liabil ities ( IMF )

a 

( C )  Net International Reserves (A-B ) 

2 , 940 . 8  
6 7 7 . 8 

1 , 73 9 . 7  
5 23 . 3  

7 , 4 3 4 . 8  

5 , 978 . 3 
1 , 4 5 6 . 5  

-4 , 494 . 0  

2 8 7  

aIncludes a l l  repurchase obl igations ar1s1ng from the use o f  Fund 
resources in the first credit tranche , under the extended arrange­
ment , the compensatory financing , and the buffer stock financing 
fac i l i ty 

�: Technical Memorandum of Understanding ( annexed t o  Letter 
of Intent of September 1 5 ,  1983 ) . 

a l though only marg ina l ly ,  their l evel of involvement in 
f inanc ing the country ' s  imports . 

Despite these improvements it cannot be sa id that 
there has been a ba sic  change in the manner of approach­
ing the i s sue of debt renegotiation . G iven that  the debt 
owed to foreign governments ( or guaranteed by government 
agenc i e s )  amounts to a relatively small  fraction of total 
debt , applying to the Paris Club does not imply any sig­
nif icant increase in the l iab ilities sub j ect to reschedul­
ing . As far a s  the cost of bank credit i s  concerned , the 
new program will not improve conditions s ignif icantly : 
The . 1 2 5  percent reduction in spread should  l ead to a 
reduction of  only about US$ 1 5 . 0 mil l ion in interest 
payments in 1 9 8 4  and the extens ion of the f inal matur ity 
( f rom 8 to 9 years ) wil l  have no s ignif icant effect on 
the debt ' s  time structure . However ,  the increase of the 
grace period from 2� to 5 years wi l l  help avoid a ma j or 
conc entration of  payments in the mid- 1 9 8 0 s . 

I t  ought to be emphasized,  however ,  that a l l  the se 
changes and amendments are part of a program that at 
present i s  still under negotiation . It must al so be 
stressed that the se changes are clearly only of  secondary 
importance .  In  fac t ,  the program resulting from thi s  
second round of negotiations reta ins a l l  the maj or 
characteri stics of the f irst one . The ad justment program 
outl ined in the th ird ver s ion of the Letter of Intent i s  
a s  harsh a s  or even harsher i n  i t s  approach than the 
previou s documents . 1 3  The new agreement with the IMF 
continues to demand a sUb stantial reduction in the current 
account deficit and in the public-sector ' s  borrowing 
requirements without providing adequate foreign f inanc ing 
in compen sation . In fact , th is  new prog ram wil l  probably 
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not allow a n  appreciab l e  increa se o f  international re­
serves in 1 9 8 4 . The ma in prob l em appears to be that 
Bra z il is suppo sed to cont inue paying nearly all  interes t  
payments . To highl ight the inadequacy of  the present 
program, one only has to compare the volume of new loans 
put at B ra z i l ' s  di sposal  for 1 9 8 4  with estimates referring 
to the interest account . Approx imately US$ 4 . 0  b i l l ion o f  
the new US $ 6 . 5  b i l l ion j umbo loan wa s in f a c t  t o  be used 
to cover additional credit requirements in 1 9 8 3 , meaning 
that l iquid funds ava i l able f rom this loan in 1 9 8 4  wil l  
cover l e s s  than one-third of the estimated US $ 9 . 0  b i l l ion 
of interes t  payments due to foreign commerc ia l banks in 
the same year . Excess ively amb itiou s  targets for the 
trade balance and the con sequent adoption of pol icies  
that increase inflationary pre s sure s and/ o r  reduce the 
l evel  of economic activity are thus made inevitab l e . 

In  these circumstances  one cannot exc lude the 
pos s ibil ity of a th ird round of negotiations in the not 
too di stant future . In a l l  probabil ity ,  new talk s  would 
involve a redef inition not only of the foreign f inanc ing 
program but a l so o f the terms of adjustment impo sed by the 
IMF . Nonethel e s s ,  one should not forget that thi s  never­
ending proc e s s  of negot iation and renegotiation aggravates 
dome stic instabil ity and make s  the task of f ind ing a 
suitab l e  solution to the probl ems posed by Bra z i l ' s  
foreign debt even more difficu l t .  Al ternative debt­
restructuring strateg ie s ,  which by now appear to be 
e s s ential , wil l  be dea lt  with in the fol lowing section . 

MAIN PROBLEMS INVOLVED IN THE PRESENT APPROACH AND AN 
OUTL INE FOR AN ALTERNAT IVE DEBT- RESTRUCTURING STRATEGY 

The attitude adopted by the B ra z i l ian government 
s ince the opening o f  formal debt renegotiations in late 
1 9 8 2  has been far too cautious and hesitant . The initial 
attempt (by now tota lly discredited ) was to d i f ferentiate 
Bra z i l  from the rest of Latin Amer ica . Bra z i l  even went 
so far a s  to try to proj ect an image o f  itsel f a s  the 
victim of the effects of  a conf idence crisis  generated 
by events in Mex ico and Argentina . Instead of  presenting 
an expl icit pol icy program and a coherent debt- renegotia­
tion scheme , Bra z i l  engaged in a series of dub iou s delay­
ing maneuvers that have primarily re sul ted in a continuous 
decl ine in the po s s ibil ity of seriou s negotiations with 
the IMF and bank creditor s .  

But the ba s ic probl em with the economic pol icies  
supported by the IMF and the internat ional bank s i s  that  
the degree o f  ad j u s tment demanded from B ra z i l  i s  c l early 
exc e s s ive , threaten ing to surpa s s  the l imits deemed 
tol erable f rom both pol itical and social points o f  view . 
From 1 9 8 3  on , Bra z i l  wi l l  be obl iged to ef fect a pre­
mature trans fer of rea l resources abroad . For the f irst 
time in many years ,  aggregate expenditure on investment 
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and consumption will  b e  cons iderably l ower than the 
gro s s  domestic product .  The difference wil l  be trans­
ferred abroad in the form of  a positive balanc e  in the 
trade and nonfactor services accounts .  In  1 9 8 3  thi s  
outward transfer wa s t o  amount t o  about US$ 3 . 0  b i l l ion . 

From the new Letter of Intent sent to the IMF on 
S eptember 1 5 ,  1 9 8 3 , it can be deduced that thi s  trend 
would continue during 1 9 8 4 . I f  officia l  targets are 
ful f i l l ed ,  there wil l  be a negative " resource gap" of 
about US $ 6  b i l l ion in 1 9 8 4 , that  is,  an outward transfer 
twice a s  large a s  the one ob served in 1 9 8 3 . I n  fact ,  
if  the balance between adjustment and f inanc ing is  not 
changed , thi s  premature transfer of  resources  wil l  be a 
great burden to B ra z il throughout the 1 9 8 0 s  and could 
sub s tantially reduce its capacity for economic growth . 1 � 

The increase in the next external debt reflects 
e s sential l y  the difference between the current account 
deficit and the net inf l ow of  direct inves tment . Ignor­
ing other factor servic e s , unilatera l  trans fer s ,  and net 
l ending to other countries , the rate of  growth of the 
net stock of debt i s  determined by the resource gap , the 
average international interest rate , and the net foreign­
exchange contribution of equity cap ita l : 

toED 
EDt_ l = 

RG + _I_ + DI-PD 
EDt_l EDt_1 EDt_ l  

where ED 
= 

n e t  external debt , RG = resource gap , I = 
interes t  payments ( ne t ) , DI  = direct investment ( ne t ) , 
and PD = profits  and dividends ( net ) . 

As suming that  the remittance of profits  and 
dividends is more or l e s s  compensated for by the inflow 
o f  direct investment ,  the resource gap can be seen a s  
ref l ecting the difference between the rate o f  growth o f  
the debt and the average international interest rate : 

RG 
EDt_l 

toED ! 
= EDt_ l 

- EDt_ l 
Under present c ircumstance s ,  internat ional bank s ,  

the ma j or source o f  credit for B ra z il , are apparently 
refus ing to agree to an increa se  of the ir exposure above 
7 or 8 percent annua l l y .  1 5  Unle s s  there is an increa se 
in o f f ic ia l  and multilateral credits ,  and if the average 
annual interest rate rema ins at the present l evel of 
about 13 percent , B ra z il wil l  have to generate during the 
next f ew years net export s  of goods and nonfactor 
services equivalent to 6 or 7 percent of outstanding 
debt . We therefore face a hitherto unknown situation 
in which a low- income country such a s  B ra z il i s  having to 
transform itself  overnight into an exporter of  real 
re sources , a s  a result  of a large and unexpected reduction 
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i n  foreign loans . 1 6 
Instead of  accept ing commitments of  th is  nature and 

programs that require a substantial transfer of real re­
sources  abroad , B ra z il shoul d  make it c l ear that  it i s  
not prepared t o  b e a r  the full burden of a bal ance-of­
payments c r i s i s  that wa s partially caused by external 
factors ,  such a s  the r i s e  in the price of oil , unreso lved 
contradictions in u . s .  economic policy ,  a dramatic in­
crease in international intere st rates , and world re­
c e s s ion , coupled with an abrupt and unexpected contraction 
in the inflow of foreign bank loans s ince mid-1 9 8 2 . A 
sharing of the adjustment burden i s  unavoidable g iven the 
critical situation in wh ich Bra z il f inds itse l f  a s  a 
re sult of pol icy mi stakes and a l so of  a protracted inter­
national c r i s i s . 

Inte rnational bank s ,  which in the pa st have benef ited 
substantia l ly from mak ing loans to B ra z i l , wi l l  have to 
prepare themselves to accept emergency solutions and to 
absorb losses . They mu st now recogn i z e  that  Bra zil  i s  
n o t  i n  a po sition t o  cover interest payments with an 
increa s ing trade surplus and a cont inuously  growing 
transfer of real re sources  abroad . On the other hand , 
it must also  be recogni zed that the bank s themselves a re 
fac ing serious restrictions and going through a c r i s i s  on 
a scale unknown since the 1 9 3 0 s . The simul taneous non­
ful f i l lment of obl igations on the part of ma j or debtors 
such as  Bra z il , Mex ico , Argentina , Poland , and Venezuela 
wil l probably have a l a sting negative effect on the growth 
rate of international bank credit . Recent e s t imates show 
that Bra z i l ' s  tota l interest payment s wil l  reach approx i­
mately US$ 3 5 . 0 bill ion in 1 9 8 4 - 1 9 8 6 . 1 7 S inc e the se 
payments will not be f inanced with additional credit 
flows , it seems inev itab le that the interest on the debt 
be rescheduled . I f  not , B ra z il and other debtor coun­
trie s wi l l  be forced to generate ma s s ive outward transfers 
of rea l re sources . 

There are c l ea r  advantages  in capital i z ation of  
interest payments a s  compared with the present system for  
pa rtial f inancing of  interest by  j umbo loans organ i zed in 
a semicompul sory manner and based on a combination of  
pol itical pre s sure on  the bank s and very high spreads . 
F i r s t ,  reschedul ing interes t  payment s could l ead to a 
change in the balance between adj ustment and f inanc ing , 
avoiding ( or at the very least minimi z ing ) the outward 
transfer of resources . S econd , automatic protection 
would  be provided aga inst an unexpected rise in inter­
national interest rates . Th ird , it would a l l ow B ra z i l  
t o  negotiate a s ign ificant reduction i n  spreads and a l so 
extend maturitie s ,  s ince it would no longer be necessary 
to attract the banks ' partic ipat ion in j umbo loans by 
ent ic ing them with extortionate f inanc ial condition s .  
I n  fact , g iven support from bank supervi sory authorities 
and changes in bank regulations  in certain countr ie s ,  
reschedul ing interest repayment s could b e  a more favorable 
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solution even for the bank s themse lve s .  Contrary t o  the 
f inanc ing of interest payments via new loans , the 
capita l i zation of interest would automat ically guarantee 
the bal anced and equitabl e  involvement of the severa l  
hundred individual creditors  i n  f inanc ing the additional 
requirement s  o f  Bra z i l . I n  thes e  c ircumstances , the 
exposure of  each bank in B ra z il would increa se propor­
tionately to loans outstanding . 

A rea l i stic debt restructuring adjusted to Bra z il ' s  
effective repayments pos s ib i l i ties should include the 
following basic points : ( 1 )  re schedul ing of a l l , or 
almost  a l l , medium- and long- term amortizations ; 
( 2 )  reschedul ing or c apital i zation of interest payments ;  
( 3 )  convers ion o f  short-term f inanc ial debt into medium­
or l ong- term debt ; ( 4 )  lengthening of  matur ities and 
con siderabl e  reduction in spreads and other charges and 
commi ssion s  imposed by the bank s in recent dea l s ;  and 
( 5 )  extens ion of the consol idat ion period ( the period in 

which payment s  to be re scheduled fal l due )  f rom one to 
three or f ive yea r s . A rea l i stic restructuring of the 
debt service due over the next f ew years would avo id ( or 
at l east  reduce )  outward resource transfers and enabl e  
B ra z i l  t o  defend the l evel of domestic employment , re­
build international reserve s ,  and bring under control 
inflationary pre s sures cau sed by external constra ints . 
I f  B ra z i l  f a i l s  to win the �nderstanding and support of  
its creditors ,  it wil l  probably be obl iged to adopt a 
very infl exible approach in the future and impose con­
ditions on a uni lateral basis . In  Bra z il , it i s  becoming 
increas ingly clear that  a radical change of  attitude i s  
e s sential i f  the country is  t o  restore a minimum level of  
economic growth and bring inf lation under control over 
the next few years . 

NOTES 

1 . Th is chapter wa s written on the ba sis  of  in­
formation available  in October 1 9 8 3 . Part of thi s  study 
wa s carried out with f inanc ial support from the 
Instituto de Planej amento Economico e Soc ial Apl icado 
( IPEA) . 

2 .  Banco Central do B ra s i l , Informativo Men sa l , 
S eptember 1 9 8 3 , p .  1 1 . 

3 .  Data reported by bank s in the Group of  Ten 
countrie s ; by Luxembourg , Switzerland , Austria , Denmark , 
I reland ,  and by branches of U . S .  bank s in the Bahama s ,  
the Cayman I slands , Panama , Hong Kong , and S ingapore . 
Bank for International S ettl ements , Internationa l Banking 
Developments--Second Quarter 1 9 8 3 , Monetary and Economic 
Department ,  Ba s l e ,  October 1 9 8 3 , p .  1 and table  5 .  

4 .  For an analys i s  of the effects of external 
shocks and B ra z i l ' s  economic pol icy response in the year s 
1 9 7 4 - 1 9 7 8 , see Antonio Carlos Lemgruber , Paulo  Nogue ira 
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Batista , Jr . ,  and Roberto Fendt , Jr . ,  Choques Externos e 
Re sposta s  d e  pol ltica EconOmica n o  B ra s il : 0 Primeiro 
Chogue do Petrol eo , E s tudos E specia is IBRE , no . 3 ,  Rio de 
Janeiro , 1 9 8 1 . 

5 .  For a recent evaluat ion of the Bra z il ian economy 
and its place in the world economy , see Edmar L . Bacha 
and Pedro S .  Malan , " B ra z i l ' s  Deb t :  From the Miracle  to 
the Fund , " paper presented at the conference on Democrati­
z ing B ra z i l ? Yale University , March 1 9 8 3 ; and Pedro S .  
Malan and Reg i s  Bon el l i ,  " Cre scimento Economico , 
Indu strial i zacao e Balanco de Pagamentos :  0 B ra si l  do s 
Anos 7 0  aos Ano s 8 0 "  ( IPEA/ INPES , Texto para Discu s sao 
Interna no . 6 0 ,  October 1 9 8 3 , mimeo ) . 

6 .  According to prel iminary information included in 
a report prepared by the technical sta f f  o f  the IMF , the 
net reserves of the monetary authorities were negative 
by US$ 1 . 5  b i l l ion on December 3 1 ,  1 9 8 2  ( see the appendix 
to the speech given by the f inance mini ster , Ernane 
Galvea s ,  "A Crise  Mundial e a E strateg ia Bra s i l eira de 
A j u stamento do Balanco de pagamentos , " in the federa l 
Senate on March 2 3 , 19 8 3 ) . S ince the estimated balance­
of-payments def icit for 1 9 8 3  wa s later increa sed by 
US $ 1 . 4  b i l l ion , net international reserves mus t  have 
been negative by a lmost US $ 3 . 0  b i l l ion at the end of 1 9 8 2 .  

7 .  Carlos Geraldo Langon i ,  " A  E stra teg ia do Bra s i l  
na C r i s e  F inanceira Atua l , " speech g iven in New York o n  
December 2 0 ,  1 9 8 2 ,  at  a meeting of B ra z il ' s  ma j or bank 
c reditors  ( pub l i shed by the Bra z i l ian pre s s  on December 
2 4 , 1 9 8 2 ) . 

8 .  For a good j ournal i stic description of some of 
the problems of thi s  first  round of debt negotiations , 
see " The War Among Bra z il ' s  Bankers , "  Fortune , July 1 1 , 
1 9 8 3 , pp . 5 0- 5 5 . 

9 .  Accord ing to a document prepared by the We stern 
Hemisphere Department of the IMF , released uno f f ic ia l ly 
by the B ra z i l ian pre s s  on July 8 and 9 ,  and al so in 
accordance with the Letter of Intent sent to the Fund on 
S eptember 1 5 .  

1 0 .  For an account o f  recent negotiations between 
Bra z i l  and the IMF , see Maria S ilvia Basto s  Marques  and 
Paulo Nogue ira Bati sta , Jr . ,  " A Terceira versao do 
Acordo B ra s i l -FMI " ( Fundacao Getul io Varga s ,  IBRE /CEME I , 
October  1 9 8 3 , mimeo . ), pp . 3 - 7 .  For an analysis  and 
critical observations on the theoretical model used by 
the IMF , see , for exampl e ,  Edmar L .  Bacha , " The IMF 
Threat : The Prospects for Maladj u s tment in Bra z il " 
( Pontif lc ia Universidade Catol ica de Rio de Janeiro , 
May 1 9 8 3 , mimeo . ) :  Maria Silvia Bastos Marque s ,  " 0  
Conceito de Ativos  Domesticos L lqu idos e Sua Apl icacao 
ao B ra s i l "  ( Fundacao Getu l io Varga s ,  June 1 9 8 3 , mimeo . ) ;  
Paulo Nogueira Bati sta , Jr . , " Em Defesa de Crit€!rios de 
Desempenho Indexado s "  ( Fundacao Getu l io Varga s ,  IBRE /  
CEME I , June 1 9 8 3 , mimeo . ) : Edmar L .  Bacha , " Do Bra � il 
para 0 FMI : Prologo para a Terceira Carta " ( Ponti f ic ia 
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Univers idade Catol ica d e  Rio d e  Janeiro , June 1 9 8 3 , 
mimeo . ) ;  Rogerio L .  F .  Werneck , " A  Armadilha F inanceira 
do S etor Publ ico e a s  Empresas E s ta ta i s "  ( Pontif ic ia 
Univers idade Catol ica de Rio de Janeiro , June 1 9 8 3 , 
mimeo . ) . 

1 1 . prel iminary data released by the Bano Central 
in April  1 9 8 3  to the foreign banks partic ipating in the 
l ia i son committee . Later the se f igures were a l so made 
ava i labl e  to the Bra z il ian pre s s , indicating that at the 
end of  March the centra l bank ' s  cash po sition was negative 
by US$ 9 9 9  mil l ion . 

1 2 .  See para . 8 of  the Technical Memorandum annexed 
to the Letter of  Intent of S eptember 1 5 ,  1 9 8 3 . 

1 3 . For a recent analysis  of  the thi rd version of 
the agreement between Bra z i l  and the IMF , see Ba sto s  
Marques  and Bati sta , " A  Terceira Versao , " pp . 8 - 3 4 . 

1 4 . S ince Bra z il ' s  net exports of goods and " non­
factor" services  only cover a par t  of factor payments 
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than the GNP . Despite the fact that domestic expenditure 
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def icit on current account that ba sica l ly corre sponds to 
the dif ference between net factor payments and the surplus 
in the trade and " nonfac tor"  services  accounts . The 
excess  of  GDP over aggregate dome stic expenditure 
" f inanc e s " part of the income transferred in the form 
of interest payment s ,  profits  and dividends , and so on . 

1 5 .  The US$ 4 . 4  bil l ion " j umbo loan" of 1 9 8 3  
represents a 7 . 5  percent inc rea se  i n  bank exposure to 
B ra z il , as estimated by Banco Centra l , Informativo 
Men sa l , January 1 9 8 3 , p .  8 .  

� 6 . Paulo H .  Pereira Lira ,  "A  Crise Internac ional 
da Divida Externa--Um Tra tamento Orientado para 0 
Cresc imento , "  paper pre sented at  conference on the 
International Debt C r i s i s  held in London , sponsored by 
the Internat ional Banking and F inance Centre , �he C ity 
Univer sity ,  Oc tober 5 ,  1 9 8 3 . 

1 7 .  Pedro Sampa io Malan and Paulo Nogueira 
Bati sta , Jr . , " E stimativa da s Necess idades de 
F inanc iamento Externo do Bra s i l  ate 1 9 8 6 "  ( July 1 9 8 3 , 
mimeo . ) ,  table  1 .  
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The Mexican External Debt: 
The Last Decade 

Ernesto Zedillo Ponce de Le6n 

unti l  a decade ago the history o f  Mex ico ' s  foreign 
debt had cQmprised four c learly distingui shable period s . 
F irst , the period f rom 1 8 2 4  to 1 8 8 8 . These two dates 
mark the year that the country obtained its f irst sig­
ni ficant foreign loan and the year the origina l Engl i sh 
debt of 1 8 2 4  and 18 2 5  wa s fina l ly settled after many 
bitter inc ident s involving defaul ts , moratoriums , and 
the l ike . The second period was from 1 8 8 8  to 1 9 1 1 , which 
es sentially corre sponds to the Porfiriato era . During 
the period , thank s to the image of pol itical stability 
and improved management of  public  f inance s ,  Mex ico en­
j oyed ready acce s s  to foreign financ ing . As a con­
sequence , the country ' s  foreign debt grew more than 
eightfold . Third wa s the period ranging from the start 
of the Mex ican Revolut ion to the s igning of the Suarez­
Lamont Agreement in 1 9 4 2 .  During the se difficult years , 
the Mex ican government wa s  repeatedly unable to ful f i l l  
i t s  fore ign-debt obl igations or t o  reach a reschedul ing 
agreement with its creditors . The epi sode was fina l ly 
clo sed with the signing of  a rather advantageous agree­
ment for Mex ico , as  had happened in 1 8 8 8 . The fourth 
per iod was from World War I I  until the early 1 9 7 0 s . 
During tho se years , in wh ich the country regained its 
access to international capital market s ,  fore ign 
f inanc ing wa s mo stly obta ined from offic ial sources and 
wa s kept in a mode st proportion with respect to mo st 
macroeconamics aggregates . If  not quite unimportant , the 
role of fore ign f inanc ing was strictly l imited to 
supplementing other pol icy instruments . 1 

1 9 7 3  wa s a real turning point . Between 1 9 5 4  and 
1 9 7 2 , the net f low of the fore ign public debt averaged 
U8 $ 2 1 8 . 7  mill ion a year . It inc rea sed to someth ing more 
than U8 $ 1 . 6  bil l ion in 1 9 7 3  alone and kept growing in 
subsequent years . As a cons equence ,  the stock of  the 
foreign publ ic debt , which amounted to US $ 6 . 8  bi l l ion at 
the end of 1 9 7 2 , increa sed to almost U8 $ 2 1 bil l ion by the 
time the EcheverrIa administration wa s over ( 1 9 7 6 )  and 
to US $ 5 8 . 1  b i l l ion when Pres ident Lope z Portillo  left  

2 9 4  



2 9 5  

o f f ic e  ( 1 9 8 2 ) . Cons ider ing the foreign debt of  commercial 
banks  and o f  private- sector f irms , the country ' s  total 
external debt had reached US $ 2 7 . 5  b i l l ion in late 1 9 7 6  
and US$ 8 4 . 1  bill ion s ix years l ater . Not surpr i s ingl y ,  
the last  two f inanc ial crises  exper ienced b y  Mex ico 
( 1 9 7 6  and 1 9 8 2 )  have been closely l inked to the external­
debt probl em .  

I t  i s  the purpose o f  th i s  chapter t o  review--albeit 
briefly and rather informa l ly--the evolution o f  Mex ico ' s  
foreign debt s inc e 1 9 7 3 . For rea sons of relevance and 
opportunity ,  empha s i s  wil l  be given to the latest events .  

THE ECHEVERRIA EPOCH ( 1 9 71 - 1 9 7 6 )  

A s  far a s  the growth o f  the external debt i s , con­
cerned , the f irst two years of Pres ident Echev�rria ' s  
term were not different f rom the S tabil i z ing Development 
period , 2 yet the active pursuit of f inanc ial stab i l ity 
that sti l l  commanded a great deal of importance in 1 9 7 1  
started t o  taper o f f  i n  1 9 7 2 . For one thing , GDP growth 
in 1 9 7 1  had been the sma l l e s t  in e ighteen years . On the 
other hand , there wa s a mounting current of opinion at 
the h ighest government level that felt  the economic pol icy 
model in ef fect since the mid- 1 9 5 0 s  had been " exhau sted , " 
and therefore a change in priorities and in courses  o f  
action was long overdue . Consequently , publ ic expen­
diture began to expand . 

Notwithstanding that the new strategy had an 
immediate negative impac t  on the public  sector ' s  deficit  
and on monetary expansion,  it seemed to work properly in 
many other important respects : GDP growth surged to 
8 . 5  percent , inflation wa s a bit more than 5 percent , 
and the current account def icit  was not very different 
f rom the l eve l s  reg i stered in the two previous years-­
around US$ l bil l ion ( see Table 1 1 . 1 ) . The se resul ts 
rea f f irmed the stance of  tho se advocating a more active 
government involvement in the solution of social and 
economic problems through the expansion of  pub l ic 
expenditure . 

The " new medicine " wa s appl ied vigorou sly in 1 9 7 3 : 
Publ ic expenditure a s  a proportion of GDP , wh ich had 
averaged 21 percent during 1 9 6 6 -1 9 7 0 ,  reached 27 percent , 
wherea s the overal l public  sector ' s  deficit  relative to 
GDP ( h istorically  l e s s  than 2 . 5  percent ) soared to 6 . 9  
percent . Th i s  time , however ,  the " magic of  1 9 7 2 "  worked 
rather imperfectly . Inflation cl imbed to a double-digit 
f igure for the first time in almo st two decade s ,  and the 
current account def icit  j umped to US $ 1 . 5  b i l l ion . Yet 
GDP growth wa s susta ined at th e highly re spectab l e  rate 
o f  8 . 4  percen t ,  and furthermore , financing o f  the en­
l arged external disequ i l ibrium did not pose an important 
probl em. As stated before , the net flow o f  the foreign 
publ ic debt was easily increa sed many t imes over its  
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2 9 7 

trend value . 
In  spite of the s ignif icant accel eration of  infla­

tion and the f inanc ial and current account disequ i l ibria 
of 1 9 7 3  and of  the following year ,  economic pol icy was 
kept on the same track unti l  the end of the administra­
tion . The early warn ing signa l s  did l ittle to induce a 
change of  course . Undoubtedly,  there wa s a marked change 
in the priorities of  po l icymakers dur ing those years , 
partly provoked by the past accumulation of soc ial and 
pol itical demands and partly the resu l t  9f the very 
pecu l iar way in wh ich P res ident Echeverria exerc ised h i s  
governmenta l  authority . Y e t  the ma in j u s t i f ication for 
the economic pol icy that preva iled at the t ime came f rom 
conditions abroad . Thu s ,  inf l ation wa s expla ined not a s  
a phenomenon caused by internal factors , but rather a s  a 
consequence of  the worldwide rise  in inf lation . Thi s  wa s 
a most powerful a rgument for neglecting the urgency of  
pursu ing an antiinflationary pol icy . In  turn , the 
recess ion in the industria l countries served a s  an 
a rgument for increas ing dome stic expenditure to compen­
sate for the fal l  in external demand . The latter , be­
cause of its impact on Mex ican exports , was a l so blamed 
for worsen ing the current account disequ i l ibrium. 

I f  the above external factors were u sed to j ustify 
the economic pol icy,  it  wa s quite another external 
phenomenon that made such a pol icy sustainable over 
severa l years ; the ample ava ilability of foreign 
f inanc ing . Table 1 1 . 2  shows the evolution of the stock 
and f l ows o f  the fore ign pub l ic debt during the period 
1 9 7 0- 1 9 7 6 . 3 The fast growth in the nominal value of the 
s tock of  the foreign public  debt starting in 1 9 7 3  has 
al ready been mentioned . The sheer s i z e  of  the debt says 
l ittl e ,  if  not measured in real terms or--preferably-­
aga inst other economic var iable s ,  espec ial ly aga inst a 
mea sure of  the national wea l th . Unfortunately , such a 
measure doe s not ex ist for Mex ico , and one ha s to sett l e  
f o r  the use  of some proxies . Thi s  i s  done i n  Table  1 1 . 2 , 
where the net flow of the debt is asses sed aga inst 
several macroeconomic aggregates . Of course , compar ing 
debt f igures--which are mea sured in dol lars--with 
variables  that are calculated in domestic currency ha s 
to be done with some care . The usual procedure is  to 
convert peso-denominated f igures into dol lars by means of 
the observed exchange rate . Thi s  method yields a very 
distorted picture when the period of analys i s  has  been 
character i z ed by high inflation rates and an insu f f ic iently 
adj usted exchange rate . A ma j or distortion in such 
comparisons may al so arise for periods fol l owing a 
signif icant devaluation in the exchange rate . In order 
to smooth out- - i f  not avoid altogether--these di f f icul­
tie s ,  al l ratios of  Tab l e  1 1 . 2  involving a peso­
denominated variab l e  have been cal culated with an 
" equi l ibrium" exchange rate , derived f rom a purcha s ing 
power parity method , as explained in the Appendix to 
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th i s  chapter .  
Wha t  i s  sugge sted by the nominal f igures i s  amply 

confirmed by all the relative measures . During 1 9 7 0- 1 9 7 2 ,  
the net f low o f  the fore ign publ ic debt averaged only 1 
percent of GOP . Tha t  proportion more than tripled in 
1 9 7 3  and averaged 5 . 4  percent in 1 9 7 4 - 1 9 7 6 . Equal l y  
dramatic wa s the increa s e  i n  the ratio of n e t  f l ow to 
current account income--a proxy closer to depicting the 
growth of  the debt with respect to the economy ' s capacity 
to serve i t .  That ratio-- ll . 6  percent in the first  yea r 
of the admini stration--rose to more than 6 0  percent in 
the f inal year of the period . It can a l so be seen tha t  
the increase in the fore ign publ ic debt went f a r  beyond 
the increa se in public  expenditure and f i scal def icits  
during those  years . Thu s , the ratio of the net f l ow to 
pub l i c  expenditure , which wa s norma l ly around 6 percent- ­
look at the f igures for 1 9 7 0 - 1 9 7 1  in Table  1 1 . 2--doub l ed 
in 1 9 73 and tripled in 1 9 7 6 . As a proportion of  the 
publ ic sec tor ' s  def ic it ,  the aggregate averag ed 6 0  per­
c en t  in the second hal f of  the administra t ion ; it had 
averaged l e s s  than 4 0  percent dur ing the f irst hal f . In 
short , the relative mea sures in Tab l e  1 1 . 2  con f irm that ,  
starting i n  1 9 73 , publ i c  external borrowing took on in­
crea sing importance for the Mex ican economy . Thi s  
importange wa s not reversed dur ing the res t  of the 
Echeverria admini stration . 

The impre s s ive growth of the foreign debt from 1 9 7 3 
onward was accompanied by s ignif icant changes in several 
debt-management a spect s  that seem worth ment ioning . � 
Let u s  l ook a t  the sources of credit . Dur ing the 1 9 5 0 s  
and early 1 9 6 0 s ,  c redits granted by official  entities-­
b i lateral or multilateral organi zations--were the main 
source of fore ign public  borrowing . Th is  predominance 
of o f f i c ia l  l ending s tarted to decl ine rather rapidly in 
the mid- 1 9 6 0 s ,  so much so that by 1 9 6 7  private f inanc ial 
f l ows were the ma in source of public  external f inanc ing . 
Th i s  trend accelerated with the expansion of Mex ican 
borrowing . Thu s ,  by 1 9 7 3 , 55 percent of the total s tock 
of foreign publ ic debt was owed to private f inanc ial 
institution s ; three years later the proportion had in­
creased to 75 percent . Also during the same period , 
loans ra i sed through syndicates in the Eurocurrency 
market became the mos t  popular instrument to tap 
f inanc ial markets .  Previously , direct bank loans had 
constituted the u sual in strument . In turn , the greater 
rel iance on syndicated Eurocredits a l l owed Mex ico ' s  
foreign pub l ic debt to become much more diversif ied with 
respect to the number and nationa l i ties of  l ending 
institution s . It al so permitted a modest degree of 
diver s i f ication in the currenc ies in wh ich the debt wa s 
denominated . 

Relying on external f inanc ing was doubtl e s s  further 
encouraged by the relatively l ow cost of foreign saving s . 
The nominal imp l ic i t  interes t  rate pa id on the foreign 
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pub l ic debt averaged somewhat l e s s  than 9 percent dur ing 
1 9 7 3 - 1 9 7 6 . However ,  when international inflation i s  
accounted for , the real rate proves t o  be negative 
( around - 2 . 0  percent )  for the same period . Thi s  helps 
to explain why ,  in spite of  the manyfold increa ses in 
borrowing , the ratio of  interest payments to total current 
account income did not rise  very much until 1 9 7 5- 1 9 7 6 ,  
a s  shown in the last  column o f  Tab l e  1 1 . 2 . Of course , 
a s  the debt mushroomed,  lending conditions began to 
harden . Thu s ,  wherea s the typical Mexican Eurocurrency 
c redit carried a total maturity of  over ten years and a 
spread above LIBOR of only . 6 2 5  in 1 9 7 3 , such terms 
became f ive years  and 1 . 5 , respectively , by 1 9 7 6 . 

The seemingly smooth work ings of the " new" model did 
not last  very long . In 1 9 7 4 , the ra te of inflation- -
1 2  percent in 1 9 73 --almost  doubled,  wherea s GDP growth-­
though s ti l l  high- - f e l l  by more than two percentage 
points with respect to the rate registered the previou s 
yea r .  Economic growth further decreased i n  1 9 7 5  and 
1 9 7 6 . At the same t ime , publ ic finances continued to 
deter iorate and other economic pol icy instrument s ,  such 
as the exchange rate and domestic intere st rates , con­
tinued to be handl ed inf l ex ibly . A process  of f inanc ial 
disintermediation re sul ted that , together with the 
effective crowding out induced by publ i c  expenditure and 
other factors , produced stagnation in pr ivate investment . 
The explos ive comb ina tion of phenomena--mounting f iscal 
deficits , h igh rates of  inflation , a f ixed exchange rate , 
negative real rate s of interest , and bitter exchanges  
between the public  and the private sectors about each 
other ' s  role in the economic and pol itical l i f e  of the 
country- -was bound to provoke capital f l ight . 

The s i tuation became openly worri some by late 1 9 7 5 ,  
yet only minor ad j ustments were made . After a l l , 1 9 7 6  
was a n  election year , and foreign f inanc ing , i f  more 
expen s ive , was sti l l  available . However ,  during July 
and Augu st capital outfl ows became unbearable and on the 
eve of the last  pre s idential addres s --on August 3 l --the 
cra sh occurred . The twenty- two-year- l ong era of  f ixed 
parity wa s terminated , and the peso was a l l owed to float 
aga inst the dol lar . By then , foreign sources of credit 
had shrunk , and it became only a matter of days before 
a standby agreement had to be signed with the IMF a s  a 
precondition to avoid a complete exhaustion of external 
f inanc ing . In  short , another chapter of Mex ico ' s  
history as foreign debtor had been closed- -albeit 
temporari ly--by the f inal month s  of 1 9 7 6 . Perhaps the 
epitaph for the period was provided by The Economi s t  
in 1 9 7 7  when it s tated rather cynically , " Mex ico used 
to be the darl ing of international bankers . Not any 
more . " 

Why the debt cycle  had become so pronounced , short , 
and expl o s ive--not only for Mex ico but al so for many 
other deve loping countries- -became a focal po int of 
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conference s  and artic l e s . The early attempts a t  probing 
into the genera l causes of  the h igher indebtedness unan­
imously pointed to the 1 9 7 3 - 1 9 7 4  oil  shock and the sub­
sequent world depres s ion as the main causes of the 
spectacular increase in the LDC s '  foreign public  debt . 
In  o ther words , external shocks were to be blamed for 
what happened . Thi s  point of  view al so prevai l ed among 
Mex ican officia l s  and wa s taken as an excuse to avoid , 
or at l east  delay , s ignif icant changes in the conduct of  
economic pol icy . Thi s  view a s  appl ied to  Mex ico , however ,  
was wrong . 

I f  the external- shocks hypothe s i s  was correct for 
countries such as Bra z i l , it had only a minor content of 
truth with respect to Mex ico . In  previous works guided 
by Bala s sa ' s  1 9 7 9  pioneer study , " Pol icy Responses to 
External Shocks in Develop ing Countrie s , " I analyzed the 
influence of external d isturbance s  on the growth of the 
foreign public  debt during the period of concern . 5 The 
methodology used con s i s ted of  decompos ing increases in 
the debt over and above its trend value during several 
year s . Some were strictly identi f iable  a s  caused by 
external shocks ;  the res t  were attributable  to pol icy 
re sponses  to external shocks and / or to internal shocks 
themselve s . 

Within thi s  f ramework , two types of  external shock s 
were carefu l ly def ined and accounted for : the balance­
of-payments effects o f  reduced world demand for Mex ican 
exports and the balance-of-payments e f fects o f  adverse 
terms-of-trade changes . The re sults  of thi s  research 
could not be more striking : During the period 1 9 7 3 -1 9 7 6 ,  
the foreign pub l ic debt grew US $ l O . l bi l l ion beyond what 
wa s warranted for past trends . Yet , of thi s  additional 
growth , only 22 percent can be accounted for by external 
shock s .  Actua l l y , external conditions proved to have a 
favorab l e  impact on the country ' s  bal ance o f  payments in 
1 9 7 3 , regarding the expans ion in foreign demand a s wel l  
a s  the improvement i n  th� terms of trade . During the 
1 9 7 4 -1 9 7 6  period , these  external phenomena were truly 
debt induc ing-- espec ially the wor sening of  terms of  
trade , but their overal l  impact fal l s  very short of  
explaining the  tremendous growth in Mex ico ' s  debt . 

Consequently , one has to look at internal factors in 
order to explain the growth o f  the debt . Resul t s  of the 
study showed that increa sed import demand was the mos t  
important factor underlying the surge i n  the debt level 
dur ing the 1 9 7 3 -1 9 7 5  period , wherea s private capita l 
f l ight- -by a wide margin--became the main debt- induc ing 
phenomenon in 1 9 7 6 . 

Put in a nutshel l ,  the greater external di sequil ibrium 
of the Mex ican economy during the Echeverria administra­
tion wa s provoked not by external shocks but rather by 
internal one s . The adopt ion of  a broader range of 
economic and social obj ectives on the part of the govern­
ment wa s not accompanied by more and better pol icy 
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instruments . 6 A sharply increased aggregate demand 
impl ied not only more demand for imports but a l so a 
reduced avai labil ity o f  surpluses to be exported .  Such 
e f fects were further reinforced by the acceleration of 
dome stic inf lation vis-a-vi s  external rate s . The latter 
phenomenon , interacting with a rather inflexible interest­
rates pol icy , implied a s igni f icant reduction in real 
yields o f  l iabi l ities o f fered by domestic f inancial 
intermediarie s . As a consequence , the rate of  real growth 
of financ ial saving s  started to dec l ine very rapidly , 
becoming only one - s ixth o f  what it had been during the 
period 1 9 6 5 - 1 9 7 0 . As infl ation continued--thus over­
valuing the real exchange rate-- and the external dis­
equi l ibrium pers isted , expectations about a peso 
devaluation sharply increased . This led to an avalanche 
of capital f l ight that wa s resisted only by means of 
contracting more foreign loans and draining o f f  foreign­
exchange reserves . 

I n  short , the Echeverria government , sincerely or 
not , tried to achieve more pol itical and economic 
obj ectives than the adminis trations that preceded it in 
the previous forty years . Such ef forts , however , de­
manded much more than an unbridled expans ion of public 
expenditure and external borrowing . The f inal result 
could be nothing less than a financ ial c r i s i s , in the 
midst of which the Lope z Port i l l o  admini stration took 
over in December 1 9 7 6 . 

FROM BOOM TO BUST : THE LOP E Z  PORT ILLO 
ADMINI STRATION ( 1 9 7 7 - 1 9 8 2 )  

Mexico ' s  economic outlook was extremely gloomy in 
early 1 9 7 7 . The country ' s  postwar record of  fast 
economic growth had begun to look l ike a phenomenon of  
the past with l ittle chance it could be repeated in the 
near future . Very few observers doubted that the 
stab i l i z ation program s igned with the IMF in November 
1 9 7 6  marked the start o f  a l ong period in which s l ow 
economic growth would be the price to pay i f  the coun­
try ' s  precariou s f inanc ial situation was to be improved . 
In  spite of  the IMF standby agreement and the firmnes s  
with which it began t o  b e  appl ied i n  early 1 9 7 7 , there 
were widespread fears about the country ' s  abi l ity to 
continue borrowing in international capital market s .  

I n  many--but not a l l - - respects , the country ' s  
economic performance l ived up to those expectations during 
1 9 7 7  ( see Table 1 1 . 3 ) . Adj u s tment , i f  not dramatic , wa s 
truly drastic . Total real investment decreased almost 
7 percent in 1 9 7 7 . The public  sector ' s  deficit  as a per­
centage o f  GDP fell  by more than three percentage points . 
The average exchange rate for 1 9 7 7  was 8 0  percent higher 
than the rate that was kept f ixed during more than two 
decade s . The current account deficit fell  by almost  6 0  
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percent , and GOP growth regi stered its lowest rate in 
more than two decade s . 

Contrary to what had been expected earlier about the 
availabil ity of external f inancing , the pub l ic sector was 
able to raise  the targeted amounts in international 
capital markets . Ex po st , thi s  achievement was not 
surpri s ing . A deus ex machina had begun to appear . 
Shortly after taking office , the new government changed 
the pol icy of  handl ing almost secretly the figures on the 
country ' s  oil  reserve s and reveal ed that f igure s were much 
higher than previously thought . Thus , proven hydrocarbon 
reserves of 6 . 4  b i l l ion barrel s  by the end of 1 9 7 5  in­
creased to 1 1 . 2  bill ion by the end of  1 9 7 6  and to 1 6  
bi l l ion b y  late 1 9 7 7 .  The se  f igure s , a s  we l l  a s  the 
dec i s ivenes s  shown by the new government in taking 
advantage of  the country ' s  oil  potential , made inter­
national bankers once again enthusiastic about Mex ico . 

The " nightmare of  1 9 7 6 "  was over soon . By late 1 9 7 7 , 
expectations about Mexico ' s  economic prospects were very 
dif ferent from what they had been only a year before . 
Al though other factors-- such a s  the conci l iatory tone of 
the new admini stration and the early successes of its 
economic adj ustment program- -played an important rol e , 
there should be no doubt that the announcements about oil  
re serves and the plans  to  exploit them were the ma in 
factor beh ind the renewed vigor in aggregate expenditure 
that led to the " earlier- than-expected " recovery of the 
economy in 1 9 7 8 . 

Actual ly ,  the public-expenditure-led growth model 
was revived w!th as  much vigor as  it had been during the 
peak Echeverria years . In 1 9 7 8 , public investment grew 
more than 2 0  percent , and overa l l  public  expenditure 
started to increase again a s  a proportion of GOP ( see 
Table 1 1 . 3 ) . I n  spite of the fact that the traumatic 
events of  the mid- 1 9 7 0 s  were too recent to be forgotten , 
nobody seemed to panic , for it was claimed that the 
revival of the failed model was be ing impl emented on 
bases quite different from the ones observed before . 
First , it wa s said , the resource s  to f inance the develop­
ment of Mexico in a noninflationary fa shion were going 
to be provided by the new oil  wealth . Furthermore , 
taking advantage of  such wealth required the expans ion 
of  public inve stment at any event . 

S econd , it was also  affirmed that the government 
was going to more actively use other pol icy instruments 
left practical ly untouched before . In  thi s respec t ,  
there were some encouraging symptoms a t  the beginning . 
A financ ial reform was undertaken by which the banking 
system was restructured and the instruments of monetary 
control were modern i z ed . I nterest-rate po licy became 
much more f l exibl e and attentive to real yields and to 
deve lopments in foreign f inanc ial markets , and Trea sury 
Certif icates ( CETE S )  were introduced as a more rational 
way to finance the public  sector ' s  deficit . On the 
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f i scal s ide , an in-depth reform was announced with the 
introduction of the value-added tax . With respect to 
industrial and commerc ial pol icy , there were some early 
attempts to rationa l i z e  the whole  structure of  relative 
prices through the e l imination of quantitative restric­
t ions on imports and the s imp l i f ication of  f i scal incen­
tives for indu strial activitie s . Third , thi s  t ime the 
publ ic sector was not going to be alone in enhancing the 
country ' s  stock of capital . Private investment wa s to be 
encouraged so that a more balanced pattern of  growth 
evolved . 

The model , a s  supported by thi s  rationality ,  seemed 
to perform satisfactori ly-- some would say , terri f ical ly-­
for a few year s . I t  led to the highest GOP growth--a 
rate of  8 . 4  percent on average during the 1 9 78 - 1 9 8 1  
period--ever experienced b y  the Mexican economy . As 
predicted , not only public  investment soared but also  
private investment . Consequently , total f ixed investment , 
which had been less  than 2 0  percent of  GOP in 1 9 7 7 ,  
reached a proportion o f  2 5  percent i n  1 9 8 1 . Al though 
Mexican labor stat i stics are rather unrel iable , it i s  
indi sputable that employment grew s ignif icantly , so much 
so that l egal minimum wages stopped having much of a 
s ignif icance . The labor market became , indeed , a 
suppl iers ' market . 

The bet on o i l  wa s a winning one , at least for a 
wh ile . Proven re serves continued growing every year , 
and their exploitation evolved rapidly . Oil  exports ,  
wh ich had been only . 2  mil l ion barrel s  a day in 1 9 7 7 ,  
surpas sed the one-mi l l ion-barrel-a-day mark by late 1 9 8 0 .  
The timing to tap the new o i l  wealth seemed even more 
strik ing : Crude prices increa sed two and a half  times 
between the date the first optimi stic news on o i l  reserves 
was known ( late 1 9 7 6 )  and 1 9 8 0 .  

On the external-debt f ront , some developments were 
a l so very positive up to 1 9 8 0 .  The stock of fore ign 
public  debt grew rather conservatively during the period 
1 9 7 7 - 1 9 8 0 . The net flow of  the aggregate averaged only 
US $ 3 . 2  b i l l ion during that period- - far less than the 
average flow o f  more than US $ 4  b�1 1 ion regi stered in the 
l a st three years of  the Echeverria term .  Other components 
o f  the country ' s  externa l debt grew more dynamically . 
Thus , the private sector ' s  foreign debt--of f i rms and 
banks--that had amounted to US $ 6 . 8  bill ion at the end o f  
1 9 7 7  reached almost US $ 1 7  b i l l ion b y  late 1 9 8 0 .  Yet , 
the total external debt , when mea sured against the 
s i z e  of economy , con si stently decreased through 1 9 8 0 .  
As shown by the f igures o f  Table 1 1 . 4 ,  the ratio o f  total 
debt to GOP fel l from 3 5 . 8  percent in 1 9 7 7  to 3 1 . 3  per­
cent in 1 9 8 0 . 7 However ,  when the net f low o f  the total  
external debt i s  asses sed against total f ixed investment 
and current account income , its importance started to 
c l imb right after 1 9 7 8 , as shown in Table  1 1 . 5 .  
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3 0 8 

I n  any case , the public  foreign debt , which had been 
the banker s ' headache in 1 9 7 6 ,  evolved very reasonably 
through 1 9 8 0 .  Its net f low , with respect to several 
rel evant macroeconomic aggregates a fter the initial 
adjustment o f  1 9 7 7 ,  wa s kept in rather modest proportions 
during two-thirds o f  the Lopez Portillo  admini stration . 
Thu s--with respect to GDP , pub l ic expenditure , and the 
pub l ic- sector defic it--the net flow averaged 2 . 5  percent , 
7 . 5  percent , and 3 5 . 1  percent , respectively , dur ing 
1 9 7 8- 1 9 8 0 . 

The relative ad justment in the s i z e  of  the foreign 
public  debt during that  period , together with the expec­
tations created by the new oil weal th , should help to 
explain the tremendous upgrading Mexico ' s  credit ex­
per ienced in international cap ital markets . F ierce 
competition among foreign l enders to grant new loans to 
the Mexican government and to pub l ic enterprises wa s an 
everyday event during the booming years . I n  a matter of 
hours and days , important credit l ine s could be arranged . 
Putting together Eurocredit syndicates wa s not a d i f f icult 
task by any means ; there was always an exce s s  demand to 
sub scribe them . I t  is  intere sting to notice that 3 5  per­
cent of  the gro s s  borrowings undertaken by public  
agenc ies in 1 9 7 9  wa s made through close syndicate s ;  the 
partic ipation in such dea l s  had been nil  in 1 9 7 7 . Un­
doubtedl y ,  the f rustration of  many foreign l enders in 
plac ing new loans in the pub l ic sector wa s not unrelated 
to the ease with which the Mex ican private sector was 
able  to f inance itsel f abroad during the same period . 

Needless  to say , Mex ican negotiators took ful l  
advantage o f  the bul l i shne s s  of  the market t o  improve on 
the maturity pro f i l e  and cost of the country ' s  debt . e 
Wherea s the maturity o f  credits obtained by Mexican public  
agenc ies in the Eurocurrency market wa s ,  on average , a bit  
less  than f ive years during 1 9 7 5  and 1 9 7 6 , such average 
maturity became longer than eight years by 1 9 7 8 and 
1 9 7 9 . Equal ly important wa s the improvement in the 
spreads over L IBOR charged in Eurocurrency credits . 
The typical Mex ican l ong-term credit carried an average 
spread of around 1 . 6 2 5  percentage points during the 
1 9 7 5- 1 9 7 7  period . For the same customers the spread 
f luctuated between . 6 2 5  and . 8 7 5  percentage po int s in 
1 9 7 8  and 1 9 7 9 . In  fact , what had been a very expens ive 
debt , with maturities heavily concentrated in the medium 
term in 1 9 7 6 , two years later had become a nicely 
scheduled one carrying very low spreads only comparabl e  
t o  those paid b y  prime customers i n  Western industria l i z ed 
countries . Needl e s s  to say , the national o i l  company 
Petroleos Mex icanos was of paramount importance in 
improving on the cost and pro f i l e  of the debt . I t s  
" f inanc ial glamor " wa s ful ly uti l i z ed f o r  such purposes . 
The state oil  monopoly ' s  partic ipation in gro s s  borrowing 
by the Mex ican public  sector increased f rom 1 4 . 5  percent 
in 1 9 7 7  to almost 4 0  percent by 1 9 7 9 . 
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3 1 0  

Unfortunatel y ,  booms are not forever . Whi l e  the 
idy l l  between international bankers and Mexico was reach­
ing its mos t  intense  s tages ( 1 9 8 0- 1 9 8 1 ) , some fundamental 
di sequ i l ibria in the domestic economy had taken on re­
newed force and reached tremendous proportion s . At the 
same time , the outs ide world had also changed . 

Table 1 1 . 6  shows in gro s s  terms what happened in the 
external sector . The early adj u s tment in the current 
account deficit  of  1 9 7 7- 1 9 7 8  had f rankly subs ided by 1 9 7 9 , 
when the def icit reached US $ 4 . 9  bi l l ion in spite of the 
fact that the value of o i l  exports had increa sed almost 
four times in just  a coupl e  o f  years and nonoi l  export s  
had a l so been growing very dynamically . B y  1 9 7 9 , the 
Mexican economy was importing US $ 1 2 . ·6 bi l l ion ( e lF )  worth 
of merchandi se--a pretty high f igure if asses sed against 
any macroeconomic variab l e . Yet , imports further in­
c reased to almost US $ 2 0 . 0  b i l l ion the next year . As a 
consequence , and notwithstanding the fact that o i l  exports 
had almost reached the US$ l O . O  bil l ion leve l , the current 
account def ic i t  exceeded US$ 7 . 2  b i l l ion . Thi s  seemed 
inconceivable for an o i l- endowed developing country . Even 
if due account is taken of international inflation and 
its impact on import prices and interes t  rate s , the fact 
that the current account deficit could reach such a 
l evel in a year in wh ich oil  revenues increased two and 
one-hal f  times should have caused observers of the Mex ican 
economy to raise  the ir eyebrows . To the international 
bankers ' comfort , Mexico became the " champion of  
absorption " --not only o f  its own o i l  revenue s ,  but of 
others  a s  wel l .  

The external di sequ i l ibrium wa s just  the tip o f  the 
iceberg . I t  was purely a consequence of many other 
di sarrays in the Mex ican economy--mo st notably , the un­
checked expans ion in aggregate demand led by the growth 
in publ ic expenditure . Table 1 1 . 7  tel l s  the story of  
the publ ic f inances dur ing the Lope z Portillo  year s . 
As wa s shown in Tabl e 1 1 . 7 , pub l ic expenditure as  a pro­
portion of  GOP had peaked at 3 3 . 6  percent during the 
previous administration . In spite of the early rhetoric , 
thi s  proportion was reached again in 1 9 7 9  and was sur­
pa ssed by two percentage point s  in 1 9 8 0 .  It wa s not 
caused only by the need for increa s ing PEMEX investment ; 
non-PEMEX publ ic expenditure as a share o f  GOP was 
consi stently augmented from 1 9 7 7  on . Of course , within 
the context of  short-run macroeconomic pol icy , a mush­
rooming public  expenditure is not so much of a prob l em 
in itsel f .  I t  becomes so , however ,  when pol itic ians 
of any ideological stance forget about the financ ing 
s ide of it . Although the public income derived f rom the 
oil  sector almost doubl ed as a proportion of GOP between 
1 9 7 7  and 1 9 8 0 ,  the overal l  def icit could never be reduced 
to the l eve l s  contemplated at the beginning of the 
administration . What happened was j ust the oppo s ite , 
worsening after 1 9 7 8 . The ma�c impact of the 
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public  sector ' s  f inanc ial disequi l ibrium i s  better 
a s ses sed by look ing at a concept that in Mex ican public 
f inances  is  cal l ed the internal deficit . 9 As shown in 
Tab l e  1 1 . 7 , the deterioration of th is  factor wa s more 
acute than that regi stered by the overal l  f inancial 
deficit . The government ' s  retreat f rom early intentions 
o f  increas i ng the relative s i z e  o f  f iscal and publ ic­
enterprise revenues explain s  thi s  disequi l ibrium a s  much 
a s  the overf low of  al l categories o f  public  expenditure . 

The impact of the f i scal def icit  on the domestic 
market ' s  di sequil ibrium wa s reinforced by the rapid 
expans ion o f  private demand , both in consumption and 
inves tment . In spite of the rather prec ipitate and un­
planned opening of  the economy to foreign imports , the 
strong demand pul l  wa s bound to have a s igni f icant effect 
on domestic inf lation . As shown by the f igures of  
Tabl e 1 1 . 3 ,  inf l ation could not be lowered even to the 
l eve l s  of  1 9 7 5- 1 9 7 6 , and it started to accel erate again 
in 1 9 7 9 . Yet , during more than four years and wel l  into 
1 9 8 1 ,  the exchange rate wa s kept practical ly f ixed . 
Obviou s l y ,  thi s  situation had to lead to a con s i stent 
overvaluation of  the Mex ican peso , as proven by the index 
of the real exchange rate of Tab le 1 1 . 3 .  Cons idering 
the overheating o f  the economy and the exchange- rate 
pol icy fol lowed at the time , it i s  not surpri s ing at a l l  
that the external - sector di sequ i l ibrium worsened t o  the 
deg ree it did despite increased o i l  revenue s .  

The economic balance of  1 9 8 0  should have su f f iced to 
alert pol icymakers of the risks ahead . At that point , 
far l e s s  than an overa l l  adj ustment wa s needed . A c l ean­
up of publ ic f inances  to stop the worsening trend of the 
f i scal def icit , plus some ad justments-- espec ially in 
exchange- rate pol icy with pos s ibly a more active crawl -­
would have done the trick . Admittedly , the budget 
approved for f i scal year 1 9 8 1  expl icitly incorporated 
the ob j ective of not a l lowing the overal l  deficit to be­
come further increa sed in nominal terms . Unfortunately , 
th i s  wa s j u st a forma l i ty .  In practice ,  even a timid 
gradual i stic approach on f i scal matters and exchange- rate 
pol icy sounded l ike heresy-- even an insul t-- to the 
rationale  of the time . The mo st popular members of  the 
cab inet were those who produced the grandest pro j ects and 
programs , overriding the budget approved by the congre s s . 
( I n contra s t ,  the head of  the central bank was no longer 
summoned to the economic cabinet meetings by early 1 9 8 0 . )  
Just as  had happened in the Echeverria years , the 
pre s ident h imsel f authorized the ampl iac iones pre­
supue stales  ( out-of -budget items ) that  were needed . 

The inertia of the publ ic- expenditure- l ed growth 
model proved to be overwhelming . The warning voices of 
the more prudent members of the cabinet were completely 
inef f ective to provoke a change of course . I t  i s  not an 
exaggeration to say that the ma j or ity of  the pe s s imi stic 
economic forecasts made then found their way , not to the 
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cabinet meeting s ,  but to the wa stebasket . Thi s  explains 
why the 1 9 8 1  budget overlooked not only internal bottle­
neck s but also conditions abroad . Perhaps the most 
dramatic example o f  thi s  mi scalculation i s  provided by 
the pro j ections on the value of c rude exports for 1 9 8 1 . 
The budget makers a ssumed that Mex ico could export a 
volume 7 5  percent h igher at a price 1 0  percent above 
what wa s reg istered in 1 9 8 0 , when oil  prices were a l ready 
above thirty U . S .  dol lars a barrel and the world economy 
had started to enter into a deep reces sion . 

The o f f i c ial  scenario still  had some credibil ity 
during the f irst hal f of 1 9 8 1 . The beginning of  the 
debac le  took place in June when it became c l ear that 
PEMEX had to l ower sa le  prices in order to continue 
plac ing orders o f  crude abroad . This  wa s too hard to 
swa l l ow .  Instead o f  fac ing the s igna l s  o f  the market--
as natural ly a s  had been done two years before , when o i l  
prices started the ir upward swing-- the Ministry o f  
National properties a n d  Indu strial Development ( SEPAF IN ) 
des igned a " new" ma rketing strategy by wh ich those buyers 
unwill ing to pay the Mex ican prices  would  be era sed from 
PEMEX ' s  customer l i st . 1 D  Forgetting about the " smal l  
country" a s sumption--perhaps for being too neoc l a s s ical ?-­
a good percentage of Mex ican oil  exports was left  out of  
the international crude market over the space o f  several 
week s . Al though hol ders o f  weal th had started to read 
the bas ic economic statistic s  in a l e s s  complacent way , 
the pos s ibil ity of  an exchange- rate devaluation sti l l  
looked somewhat academic j u s t  before the " oi l  price 
affair . "  Such a pos s ibil ity became an open threat by 
mid-June , however , l eading to a tremendou s capital f l ight 
and to " dollarization " of  deposits  in the Mexican bank ing 
system .  

The seriousne s s  of the s ituation demanded bold 
act ions that  again were not taken or were po stponed . Even 
though there wa s off icial admi ssion that the peso wa s 
under heavy attack , l ittl e wa s done beyond rhetoric to 
face what had started to be a f inanc ial cris i s .  The 
exchange rate continued to be depreciated da ily at an 
annual rate of  only 9 percent . An across-the-board cut 
of  4 percent in publ ic expenditure was decreed , but with 
respect to the a lready h igher than budgeted level . And , 
a s  it turned out , not even thi s  timid adj u s tment wa s made . 
By late July , the targeted overal l deficit  had been 
revised upward to 5 4 0  b i l l ion pesos ( from l e s s  than 
4 1 5  b i l l ion pesos in the origina l budget) . Yet , when the 
year wa s over , the def icit  reached 8 6 5  bil l ion peso s . 
Thi s  outcome was not caused by a relative fall  in publ ic 
income , s ince the same proportion o f  GDP was kept . 
Actua l l y ,  the underlying factor was the tremendou s in­
crease  in publ ic expenditure .  The l atter aggregate 
evolved from 3 5 . 6  percent of GDP in 1 9 8 0  to 4 2 . 4  percent 
in 1 9 8 1  ( Tabl e  1 1 . 7 ) . As a consequence , the overal l  
deficit reached almost 1 5  percent o f  GDP ( it had been 1 0  
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percent i n  the " worst"  Echeverria year ) . One doe s  not 
have to be a monetarist  to rea l i z e  that such an imba lance 
has to produce a profound disequ i l ibrium in the money 
marke t  tha t  sooner or later has to be settled either via 
pr ices , the balance o f  payment s ,  or a comb ination o f  both . 

The balance-of-payments e f fect was the dominant one 
in the Mex ican economy dur ing 1 9 8 1 . The current account 
def ic i t  soared to US $ 1 2 . 5  b il l ion . I t  can be sa id that  
an impre s s ive imports bi l l  ( U S $ 2 5 . 1  bill ion ) and  a sharp 
worsen ing in the traditional l y  favorabl e  services account 
wa s what l ed to such a resul t .  Al though oil exports did 
not reach the l evel o f f icial ly  forecast , they did reach a 
value of  US$ 1 4 . 6  b i l l ion-- 4 7 . 5 percent more than dur ing 
the previou s year . Equally impre s s ive wa s the drain via 
capital account . There is no foolproof way o f  estimating 
capital f l ight .  An idea can be ga ined , however ,  f rom the 
fact that the o f f ic ia l  balance-of-payments statistics  of 
1 9 8 1  reported an increase of  Mex ican f inanc ial a s sets 
abroad o f  US $ 2 . 5 b il l ion , a s  wel l  a s  a negative errors 
and omi s s ions item for US $ 8 . 4  b i l l ion . Mos t  probably , 
the l atter f igure contains other phenomena such a s  
smuggl ing , but at any rate a total estimate f o r  capital 
f l ight between U S $ 8 and 9 b i l l ion does  not seem un­
reasonable .  1 1  

The que stion i s  why right a fter the o i l  probl em the 
Mex ican economy , far f rom s inking into a f inancial c r i s i s  
that would have forced an immediate adj u s tmen t ,  was abl e  
t o  continue g rowing at the expense  of enlarging i t s  
fundamental di sequil ibria . The answer t o  th is  riddle 
can be found in the availab i l i ty of foreign f inanc ing . 
As shown in Tab l e  1 1 . 4 ,  Mex ico ' s  total externa l debt grew 
more than US $ 2 3 b i l l ion in 1 9 8 1  alone . Of cour se , mos t  
of the new debt wa s contracted b y  the pub l ic sector . The 
net f l ow of  the foreign pub l ic debt was US $ 1 8 . 3  b il l ion . 
Yet,  a l l  of the increa se in the commercial bank s ' external 
debt of  that yea r  ( a round US $ 2 . 0  bil l ion)  was a l so relent 
to the public  sector . Undoubtedly , in 1 9 8 1  foreign 
f inanc ing became the s lack variable  that  served to avoid 
the adj u stment that otherwis e  would have been warranted . 

Needless  to say , resorting to ex ternal borrowing in 
such a way had to bring about profound and adverse 
consequences . Immediatel y ,  there wa s a sharp deteriora­
tion in l ending conditions to Mexico . At the close of 
1 9 8 0 ,  the short-term foreign public  debt wa s only 
US $ 1 . 5  b il l ion . A year  later , the same aggregate j umped 
to US $ 1 0 . 8  bil l ion , not count ing the amounts obta ined 
through Mex ican commerc ial bank s .  The enviable  spreads 
of  a f ew months earl ier had a l s o  started to van ish and 
were repl aced by new one s that were cons iderably h igher . 1 2  

I t  wil l take the talent of  a top spec ial ist on highly 
competitive but imperfect markets to understand why 
international bankers d id not stop l ending to Mex ico 
before they did . One pos s ib l e  yet unexplored explana­
tion i s  that they did not individually real i z e  what they 
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were doing a s  a whol e .  Some of them might have bel ieved 
the o f f i c ia l  story that Mex ico was j u s t  experienc ing a 
temporary cash- f l ow probl em and had f a l l en into the tempta­
tion o f  recycl ing ( short- term and prof itably )  the then 
abundant petrodo l l ar s . Others , traditional l y  involved in 
Mex ico , j u s t  fol lowed the inertia of past years . What 
seems to be c l ear , however ,  i s  that very few knew that 
Mex ico ' s  debt wa s growing so fast dur ing the second hal f  
o f  1 9 8 1 . I t  i s  h ighly sugges tive that the balance-of­
payment s  statistic s rel eased in February 1 9 8 2  sti l l  
reported a net increase  i n  the foreign publ ic debt o f  
US $ 1 4 . 5  bil l ion for 1 9 8 1--almost US$ 4 b i l l ion l e s s  than 
the actual f igure . 1 3 

Despite some f inal res i s tanc e ,  it was announced that 
the peso was being deval ued on the n ight of February 1 7-­
initially  by 4 0  percent ; some days later an overal l  
s tab i l i zation package o f  rather orthodox making wa s 
announced . For a f ew day s ,  it  seemed pos s ib l e  that the 
Mexican economy cou l d  pas s  from a booming s i tuation to an 
orderly adjustment . Thi s  was far f rom tru e ;  the initial 
ad j u s tment program wa s soon overridden by measures that 
were c l early inconsistent with it . Al though the program 
wa s never o f f i c ia l ly repudiated--and wa s even forma l i zed 
a s  a pres idential decree- - it was not put into real 
practice e i ther . Thu s ,  for examp l e , the program cal l ed 
for a maximum emergency wage increase of  1 0  percent . 
Instead , and j us t  a f ew week s a f ter the devaluation , 
wage ra ises  o f  up to 3 0  percent were decreed by the 
government . The program a l so called for immediate in­
crea ses in the prices charged for services and goods 
produced by publ ic enterprises ; severa l month s had to 
pas s ,  however , before the first  signif icant raise  was 
announced . Rather,  an " emergency"  plan to support 
product ive f irms wa s imp l emented . By providing f i scal 
rel ie f  and g ranting outright sub s idie s ,  th i s  plan con­
stitu ted another c lear s ignal that it would take a whi l e  
before pub l i c  f inances  could indeed be improved . 
Pressure s to f in i sh pro j ects a l ready s tarted made it 
very diff icult to control the nominal expans ion in public  
expenditure . 

Meanwh i l e , the c l a shes between the government and the 
private- sector spokesmen- -quite remini scent of the one s  
that had occurred s ix years previou s ly- -became more 
f requent and f iery . Not surpri s ingly , as soon as mid­
March 1 9 8 2  there were s igns that capital f l ight had 
started again . Another ma j o r  devaluation was avoided 
for severa l months ,  but only at  the expense  of exhau sting 
foreign-exchange reserves and u s ing the last " voluntary "  
fore ign c redit available t o  Mex ico . Renewing short- term 
c redits that had been obta ined during 1 9 8 1  became in­
creas ingly dif f icult . Renewal per iods became shorter and 
shorter whi l e  spreads c l imbed h igher and h igher . 

In order to a l l eviate an impre s s ive pil ing up o f  
short-term credits inherited f rom 1 9 8 1 , three important 
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medium- term syndicates were arranged during the first  
seme ster of  1 9 8 2 .  The  f irst , placed by  PEMEX in February , 
rai sed U8$ 2 . 0  b i l l ion . A s tate development bank 
( Nacional F inanc iera--NAF INSA ) wa s the borrowing agency 
in the second , which took place in March . It provided 
U S $ 1 . 2  b i l l ion . The last  syndicat ion consisted o f  a 
" j umbo "  of  US $ 2 . 5  b i l l ion with the Mex ican federal 
government a s  debtor and wa s arranged during May and June . 
In many ways , thi s  credit wa s a turning point . As  the 
fac il ity was being put together ,  it became c l ear  that 
market perception concerning Mexico ' s  creditworth ine s s  
wa s completely deteriorating . Even though the pric ing of  
the l oan to l enders wa s very attractive compared to 
previou s dea l s ,  it took an enormou s ef fort on the part 
o f  Mex ican negotiators to gather the neces sary commi t­
ments . l � To their dismay , only 75 banks out of 6 5 0  
accepted the invitation to subscribe the fac i l ity . 
Cons ider ing the enormou s d i f f iculties  that had to be 
faced before s igning the loan on June 3 0 ,  it  became c l ear 
that  the on ly debt-management expedient left wa s to 
continue rol l ing over short- term credits--at any price and 
at any maturity . Thi s ,  o f  cour se , could  not last . 

The peso continued to be under heavy speculation 
during July 1 9 8 2 .  Too l a te , it wa s dec ided to implement 
some of the mea sures included in the Economic Adj u s tment 
P rogram that had not been put into effect . According l y ,  
at  the beg inning of Augu st , it wa s announced that  the 
prices of some ba s ic products were being ra ised . After 
thi s  announc ement wa s made , pres sure on the central bank ' s 
reserves bec�me unbearab l e . On August 6 ,  1 9 8 2 ,  a new 
two- tier foreign-exchange system wa s set up . S ti l l  
speculation continued , and j ust one week later , dol lar­
denominated depos its in the Mexican banking sys tem were 
made payab l e  only in domestic currency . Banks were a l so 
ordered to temporarily suspend fore ign-exchange transac­
tions . I n  the face of those events , it became evident 
that foreign creditors had been totally  scared away and 
that the re sumption of any k ind of normal credit con­
ditions could not be expec ted for a long time . 

At that moment , the f inancial author ities could 
either wa it for  foreign creditors to  make public  the 
country ' s  insolvency or con front the facts and declare 
unilaterally that the country wa s not abl e  to keep up 
with payments of principal . Wisely , the second approach 
wa s followed . On Augu st 2 0 ,  the secretary of f inanc e ,  
Jesus S ilva-Herzog , met with representatives of a l arge 
number of  creditor banks and reque sted a three-month 
moratorium on payments of princ ipa l  as wel l  as the 
formation of an advisory group of creditors to negotiate 
the restructur ing of  the foreign publ ic debt . A f ew days 
earl ier , the Mexican government had obtained important 
f inanc ial back ing from its u . S .  counterpart in the form 
of  credits f rom the Commodity Credit Corporation and the 
Treasury Departmen t .  Negotiations with the Bank for 
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Internationa l Settlements to obta in a US $ 1 . 5  bil l ion 
credit f rom s everal of  its  members were in itiated in the 
l a s t  day s of Augu s t .  Early that month , formal talks 
about a standby agreement had been s tarted with an IMF 
mi s s i on . 

The rea l ism of Augu st comforted Mex ico ' s  creditors 
for only a few days . On September 1 ,  President Lopez 
Portillo  announced tha t  private banks were being 
nationa l i zed and that overall  foreign-exchange contro l s  
were being instituted . The international bank ing 
community must have pan icked at the idea that such a 
radical s tance cou l d  a l so spread to the management of  
the foreign-debt probl em- -a pos s ib i l i ty that , indeed , 
wa s very fea s ible  for a few week s . To everybody ' s  luck , 
it did not happen . 

EPILOGUE , OR HOW TO ATTEMPT MENDING A COUNTRY ' S  
INTERNATIONAL CREDIT 

When P re s ident Lope z Portillo  left  office on December 
1 ,  1 9 8 2 ,  the Mex ican economy wa s experienc ing a cris i s  
even more profound than the one registered s ix years 
earl ier-- someth ing inconce ivable for a country that had 
earned US$ 4 7  bill ion in oil revenues  and had gone 
through a rapid proc e s s  o f  capital formation during the 
previou s f ive years . Thu s ,  by the end of 1 9 8 2 ,  real GDP 
had fal l en by . 5  percent;  inflation had. reached a lmos t  
1 0 0  percent ( consumer price index growth , December to 
December ) ;  the monetary authorities had completely lost 
control o f  the foreign- exchange market ,  so much so that  
the  black-market rate was more than doubl e  the average 
o f f ic ial rate s ; 1 5 capital f l ight continued practically 
unchecked,  in spite of the supposedly overal l  foreign­
exchange contro l s ; the pub l ic sector ' s  f inanc ial def icit  
had  reached 1 7 . 9  percent of  GDP  during the year ; the 
domestic f inanc ial system wa s shrinking ; and , for 
practical purpo ses , the country was in a moratorium with 
respect o f  its  fore ign- debt obl igations . 

In  fac t ,  during the last  four months  of 1 9 8 2 ,  the 
country compl ied only with payment s of interest and a 
minor percentage of  payments on princ ipa l o f  the foreign 
publ ic debt . All payments corresponding to the private 
foreign debt had been su spended . The country ' s  overal l  
external debt picture wa s dismal . The publ ic sector had 
arrears of US$ 8 . 1  b i l l ion in payment s of princ ipal 
a l ready ; furthermore , US $ 1 4 . 3  bill ion would have come 
due in 1 9 8 4  and 1 9 8 5 . Relatively speaking , the private 
sector ' s  s ituation was wor se . I t  owed US$ 1 8 . 0  bil l ion 
to foreign f inanc ial institutions , two- thirds of which 
had repayment periods that  went no farther than 1 9 8 4 . 
I t  al so decla red US $ 4 . 0  b i l l ion in l iab ilities  out­
standing with foreign suppl iers when a reg i stry at the 
Secretariat of Commerce wa s opened . 
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On general economic pol icy , the new admini s tration 
opted for a dra stic adj u s tment-- it actual ly had no other 
a l ternative . Not surpri s ingl y ,  the core of  the Economic 
Adj u s tment P rogram wa s to correct the pub l i c  f inance 
disequi l ibrium . The target was to reduce the deficit  
to  8 . 5  percent of GDP  in 1 9 8 3 . As a consequence ,  in  
addi tion to  important acro s s - the-board real cuts  in publ ic 
expenditure , stiff actions on the income s ide were taken 
at once . They inc luded s ign if icant increa ses  both in the 
value-added tax and in income-tax rates for upper brackets , 
a s  wel l  a s  maj or revisions in the prices charged by publ ic 
enterprises ( gasol ine , e l ectric ity , and so on ) . At the 
same time , important rectif ication s were made on the 
exchange-rate and f inanc ial pol i c ie s .  The overal l  system 
of exchange contro l s  was replaced by a rather standard 
dual system consisting of a contro l l ed market ( including 
al l  merchandise exports , the ma j or ity of merchandise  
imports , and  a l l  fore ign-debt- related f l ows ) and a free 
market ( for  the re st of tran saction s ) . The initial l evel 
in the exchange rate for the free market wa s placed close  
to the rate preva il ing on the black market ,  thu s leading 
to a s igni f icant reduction in the latter ' s  volume of 
transaction s . In the contro l l ed market ,  an opening rate 
that overshot the value cons idered to be equ il ibrium from 
a PPP criterion wa s dictated . A dai ly " crawl " in thi s  
rate a l so f ol l owed . In  the f inanc ial sphere , dome stic 
interest rates were increa sed , and a strict monetary 
targeting cons istent with the pur sued adj u s tment in 
pub l ic f inances was impl emented . 

A number of the above mea sures were conta ined in the 
l etter of intention submitted to the IMF Board of 
D i rectors in November 1 9 8 2  and were ratif ied as soon a s  
the new admini stration took over .  The agreement reached 
with the technical mis s ion of the IMF cal led for a net 
f l ow of foreign lending to the public  sector provided by 
pr ivate bank s of U5 $ 5 . 0 bil l ion in 1 9 8 3 . To the 
creditors ' surprise , the IMF manag ing director let  every­
body know that he woul d  " not recommend the approva l of 
the IMF Agreement to the Executive Board of the LMF with­
out a s surances from both o f f ic ia l  sources and commercial 
banks that adequate external f inanc ing wa s in place for 
the success  of the Mexican Adj u s tment Program and the IMF 
Agreement , and the princ iple s  of a rea l i stic res tructur­
ing scheme of the Mex ican debt would be favorably con­
s idered by the community . ,, 1 6 The telex from wh ich the 
forego ing quote wa s taken conta ined the princ iples of 
the strategy followed by the Mex ican government to deal 
with both the borrowing of net resources and the 
res tructuring of the foreign public debt in 1 9 8 3 . 

The es sence of the approach to obtain the additional 
f inanc ing requ i red for 1 9 8 3  wa s to organ i z e  an unprece­
dented number of banks to subscribe a " mammoth "  l oan 
( U5 $ 5 . 0 b i l l ion) . Each c reditor ' s  rel ative partic ipation 
in the dea l wa s def ined on the ba s i s  of the exposure of 
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each i n  the country a s  o f  Augus t  1 9 8 2 . I t  impl ied that  
every bank with a s sets  in Mex ico was requested--and some­
how subtly forced--to underwrite the fac i l i ty .  Thi s  
element of " fa irne s s "  expl a in s , to a great exten t ,  the 
enthus ia stic support received f rom the larges t  bank s to 
raise  the needed resources . The attractive pric ing a l so 
helped to close  the deal . C reditors were o f f ered , a t  
their own option , a spread of  2 . 5 over LIBOR or 2 . 1 2 5  
over prime . The maturity requested did not punish l enders 
e ither � it c onsis ted of only six years , including a three­
year grace period . Attractive commitment and fac ility 
fees  were offered a s  wel l . With the a s s i s tance of the 
advisory group and o f  top o f f ic ia l s  f rom the IMF and 
several c entral bank s ,  including the Federal Reserve , 
the credit was granted practical ly on time , an impres s ive 
tota l of 5 2 6  banks having participated in thi s syndication . 

Regarding the restructuring of  the foreign publ ic 
deb t ,  the target wa s to reschedule  all payments to fal l  
due between Augus t  2 3 , 1 9 8 2 ,  and December 3 1 ,  1 9 8 4 , with 
the exception of payment s  to be due on " excluded " debt . 
The l atter comprised ,  besides other minor categories , 
c redits granted or guaranteed by official entities- ­
e i ther government or mul tilatera l . Consequently , the 
reschedul ing wa s ba sically  appl i ed to the debt owed to 
private f inanc ial institutions . Mexican negotiators 
a sked for a princ ipal repayment period of eight years ,  
including a four-year g race period . In exchange , 
creditors were to be pa id at  their own election a rate 
of  LIBOR plus 1 . 8 7 5  or  prime plu s 1 . 7 5 .  They were a l so 
o ff ered a 1 percent restructure fee . The reschedu l e  
undertaking wa s a l s o  quite succe s sful . Only a year a f ter 
the original request was made , the f irst set of re­
struc turing c ontracts was s igned . By the end of  1 9 8 3 , 
twenty- seven, restructure agreement s between Mex ican 
publ ic- sector entities  and their foreign creditors had 
been concl uded , representing l iabi l ities of  U5$ 23 b i l l ion . 

The probl em o f  the private sector ' s  foreign debt 
proved to be as chal lenging as the public  sector ' s .  
Arrears in interest tha t  had accrued during the l a s t  fou r  
month s o f  1 9 8 2  and early 1 9 8 3  ( a lmost U5$ . 9  bil l ion ) 
were the f irst problem to solve . Debtor f i rms were a sked 
to con stitute , through a pe so payment and at  the con­
tro l l ed ra te of  exchange , dol lar-denominated deposits  in 
favor of  their fore ign creditor s .  These  depos its earned 
a commercial rate ( typical ly LIBOR plus 1 . 0 ) and were 
transferred by the central bank through s everal  in sta l l ­
ments f o r  compl ete l iquidation by the end o f  1 9 8 3 . 

I t  wa s c l ea r , however ,  tha t  the s imul taneou s  
occurrence of the hal t  i n  the automat ic rol l ing over o f  
the debt , the balance-of-payments cris i s ,  and the abrupt 
deter ioration of dome stic bus ines s  condition s inevitably 
had to l ead to an overal l  renegotiation of the priva te 
sec tor ' s  debt . From the start,  two important dec i s ions 
were taken by the Mexican f inanc ial authoritie s :  F ir s t ,  
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the government wa s not going to a s sume the private 
sector 1 s  debt- - that i s , foreign l enders would have to 
reta in the commerc ial risk involved in their c redit s , 
with debt renegotiation having to take place individually 
between l enders and borrowers � second , debtors would 
rece ive no sub s idy to settle their  fore ign obl igations . 1 7 

In order to encourage the restructuring proces s ,  it 
wa s dec ided to o f f er exchange risk coverage of principal 
and interest for debts that could be re scheduled accord­
ing to the gu idel ines i s sued by the f inanc ial authoritie s .  
P l a inly speaking , f irms were abl e to substitute the ir 
peso-denominated l iabi l ities for their dollar obl igations , 
a s  long a s  the la tter could be res truc tured at l ong term .  
Accordingly , f irms were abl e  to transfer the fore ign­
exchange r i sk of the ir l iab i l i ties  to the pub l ic sector . 
Th i s  mechanism wa s a l so succes sful , and by the time the 
deadl ine rol l ed around ( late October 1 9 8 3 ) , pr ivate 
l iabil ities for almost  U5 $ 1 2  bil l ion had been covered 
by the facil ity .  Almo s t  1 0 0  percent of that amount 
corresponded to obl igations renegotiated to mature at 
e ight or more years , inc luding a four-year grace period . 
Nearly three hundred different f inanc ial institution s 
agreed to the mechani sm in addition to two hundred foreign 
suppl iers . 

As th i s  chapter wa s being written , the private foreign 
debt that  did not enter under the program wa s being 
settled or restructured through other mechani sms . Debt 
owed to foreign suppl iers wa s repaid through two other 
programs , which were made public  by the central bank on 
February 2 8  and Augu st 3 ,  19 8 3 . Basica l l y ,  these programs 
a l l owed f irms--through a peso payment-- to constitute 
dol l ar-denominated depos its whose ownership could be 
transferred in payment to fore ign suppl iers . In  addition , 
up to 1 0 0  percent o f  income from exports of  debtor firms 
wa s permitted to be used to pay off  the same type of 
debt . Another segment of private f ore ign debt-- involving 
some U5 $ 2  b i l l ion--wa s al ready l ong-term and covered for 
exchange risks by virtue of  another system of foreign­
currency swaps off ered by Banco de Mex ico s ince 1 9 7 7 . 
Loans guaranteed by agencies  of foreign government s are 
to be settl ed through bilateral agreements that are in 
the process  o f  negotiation . The remainder wa s largely 
that of  f i rms in excel lent f inanc ial condition whose 
l iab il ities had been re structured and whose pro spec ts 
were good for exporting , thu s automatically  granting them 
coverage aga inst f luctua tion s in the exchange rate . 

The proc e s s  of restructur ing the country ' s  fore ign 
debt wa s greatly favored by the way in which the economy 
ad jus ted itsel f during 1 9 8 3 . To the a s toni shment of many 
peopl e ,  the target wa s achi eved of reduc ing the pub l i c  
sec tor ' s  overa l l  f inanc ial d e f i c i t  t o  8 . 5  percent of GOP . 
But even more striking wa s the adjustment in the balance 
of payment s : The trade surplus amounted to U5$ 1 3 . 7  
b i l l ion , and that of the current ac�t wa s US $ 5 . 6 bil l ion . 



3 21 

In  spite of the pronounced devaluation and the short- run 
impact of increased price s  on many products produced by 
the publ ic sector , inflation ( December to Decembe r )  wa s 
reduced by one-f if th with respec t to the rate reg i stered 
during 1 9 8 2 .  

The economic adj u s tment pa id o f f  in terms o f  improved 
c reditworth ine s s . In December 1 9 8 3 , a general agreement 
wa s reached with the advis ory group , defining the con­
ditions for the new money to be l ent to the Mexican 
government during 1 9 8 4 . According to the agreement , the 
package would comprise U 8 $ 3 . 8  b i l l ion . Lending bank s 
were again a sked to participate on the ba s i s  of their pro 
rata exposure to Mexico in Augus t  1 9 8 2 .  Thi s  t ime , 
however ,  conditions were softened s ignif icantly , with 
c reditors being o f fered 1 . 5  percent over L IBOR or 1 . 1 2 5  
over prime , a t  their  own election . Instead o f  the s ix­
yea r maturity obta ined in the previous dea l , the new 
credit woul d  carry a ten-year term, including a f ive-year 
grace period . Commitment and facil ity f ees  were al so 
reduced , and even though the amount reque sted wa s not 
fully committed as o f  early F ebruary 1 9 8 4 , it was expected 
that eventually the deal would come through as expected . 

I n  short , one could say that  the debt c r i s i s  of  1 9 8 2  
wa s  overcome . Fears that Mex ico would provoke an inter­
national f inanc ial hecatomb began to fade as probl ems of 
other debtor countries came into focu s .  It is too soon 
to say whether at  any moment in the near or not-so-near 
future thi s  respite wil l  g ive way to another disa strou s  
episode i n  the country ' s  h i s tory as  foreign debtor . 
Much will  depend on whether the Economic Adj u s tmen t  
Program proves t o  be succes s ful--not only for correcting 
the ba sic  macroeconomic di sequ i l ibria but for l eading to 
a new stage of fast economic growth . 

Growth of the same qua l i ty a s  in recent decades 
could only be su sta inab l e  for a f ew years at most .  I n  
order t o  avoid a new cris i s , much more than contro l l ing 
inflation or resuming growth wil l  be needed . It is not 
an exaggeration to say that it wil l  require deep s truc­
tural changes in Mexico ' s  economic and pol itical l if e-­
changes that have yet to be conc eived and undertaken and 
who se analy s i s  goes beyond the scope of thi s  chapter . 
A critical factor al so woul d  be that  the international 
environment--both economic and institutional--not be any 
worse than the one now preva i l ing . 

APPENDIX 

A s  s tudied by Artu s 1 8 and many other authors , a l l  
procedures t o  calculate a n  " equ i l ibrium" exchange rate 
have several shortcomings .  More for s impl ic ity in its  
cal culation and interpreta tion than for its theoretical 
appea l , a purchas ing power parity ( PPP ) method wa s cho sen 
here to estimate such an equil ibrium rate . U sing the 
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formulation suggested by L ipsch i t z , 1 9  an index of the 
real exchange rate wa s c omputed with the fol l owing 
formula : 

I RR = 
n w 
'II' ( e . P . / P )  i 

i=l l. l. 

where e . i s  an index of  the domestic currency price of  
foreignl.currency ; P . ,  an index of the price l evel in 
country i ;  P ,  an inaex of the domes tic price level ; and 
wi ' the weigh t of c ountry i in the index 

n 
( 1:  w . = 1 . 0 ) . 
i=l l. 

The wholesale  price index of each country wa s u sed; 
n= 2l ; w . wa s determined according to each country ' s  
partic ipation in Mex ico ' s  total merchandise trade ; the 
ba se year i s  1 9 7 8  and wa s chosen for several--albeit 
a rb itra ry-- rea son s .  F i r s t , i t  wa s a year of  h igh 
economic growth . Second , merchandise imports--excluding 
those by the oil  sector--grew 1 5  percent in real terms , 
not a very h igh income elastic ity .  Thi rd ,  nonoil 
merchandise exports grew 8 percent in real terms ; other 
exports such a s  tou r i sm a l so g rew very dynamica l ly .  And 
f ourth , the errors and omis s ions item of the bal ance of 
payments wa s negl igib l e ,  a fact that suggests that capital 
f l ight and smuggl ing were in s ignif icant . In shor t ,  even 
though 1 9 7 8  wa s a year of rapid growth , the external 
sector wa s very much in equ i l ibrium. The fact that i t  
i s  a rather recent yea r i s  convenien t ,  too . 2 0 A l l  
relevant data were obtained from the Internat ional 
F inanc ial S tatistics  of the IMF . 

According to the above methodology , during the 
period 1 9 7 2- 1 9 8 2  the equ i l ibrium exchange rate ( pesos 
per u . s .  dol lar ;  average value for the yea r )  wa s as  
fol l ows : 

NOTES 

1 9 7 2  1 3 . 8 4 5  
1 9 73 1 3 . 7 8 8  
1 9 7 4  1 4 . 1 5 2  
1 9 7 5  1 4 . 0 4 9  
1 9 7 6  1 6 . 3 56 
1 9 7 7  2 1 . 59 2  
1 9 7 8 2 2 . 7 5 3  
1 9 7 9  2 3 . 9 6 3  
1 9 8 0  2 6 . 3 8 3  
1 9 8 1  3 2 . 7 58 
1 9 8 2  5 0 . 5 6 6  

The opinion s  i n  th i s  chapter a re mine and shou l d  
n o t  be a ttributed t o  my emp l oyer . I thank Norman G l a s s  
for h i s  helpful sugges tions i n  regard t o  my u s e  of Eng l i sh . 
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1 .  Good sources o n  the h i s tory o f  Mex ico ' s  fore ign 
debt are Turl ington ( 1 9 3 0 ) ; Ba zant ( 1 9 6 8 ) ; and Green 
( 1 9 7 6 ) . 

2 .  Term u sed by a former mini s ter of f inance to 
describe the economic policies  followed during the second 
hal f of  the 1 9 5 0 s  and the 1 9 6 0 s ;  thi s  was a period of 
rapid growth and price stab i l i ty .  

3 .  Data on the external private debt a re rather 
unre l iable for thi s  period ; therefore , the analy s i s  of  
thi s  section focuses on the foreign public debt . 

4 .  These facts on debt management are more ex­
tensively s tudied in Z edillo  ( 1 9 8 l a ) , pp . 5 8 - 8 9 .  

5 .  Z edil l o  ( 1 9 8 0 )  and Z edillo  ( 1 9 8la , chap . 4 ) . 
6 .  For an interesting analysis  of  the period see 

SoI ls ( 1 9 8 1 ) . 
7 .  These comparisons are a l so made by means o f  an 

" equil ibrium" exchange rate . 
8 .  See Zedi llo  ( 19 8 la )  pp . 5 8 - 8 9 . 
9 .  Equal s  total f inanc ial def icit  minus the 

" external def icit . "  The latter is def ined as the 
difference between publ ic sector ' s  income in fore ign 
exchange ( e . g . , oil revenues ) minus expenditures abroad 
( e . g . , imports and payments of interests ) .  

1 0 .  New York T imes ( 1 9 8 1 ) . 
1 1 . Foreign-exchange reserves still  had a modest  

gain  during the  year . 
1 2 . See Ca stro (1 9 8 3' ) . 
1 3 . See Banco de Mex ico ( 1 9 8 2 ) . 
1 4 . See Castro ( 1 9 8 3 ) . 
1 5 .  A t  the time there were two official rates ( 5 0  

and 7 0  pesos per dol lar ) ; the black-market rate 
f luc tuated around 1 4 0  pe sos . 

1 6 . Quoted from p .  4 of a telex sent by the mini ster 
of f inance of  Mexico to the international banking 
community on Decembe r  8 ,  1 9 8 2 .  

1 7 . A description of thi s  mechani sm is  g iven in 
Z edill o  ( 1 9 8 3 ) . 

1 8 . Artus ( 1 9 7 8 ) . 
1 9 . Lipschitz  ( 1 9 79 ) . 
2 0 . Further j ustification of thi s  index can be 

found in zedillo ( 1 9 8 lb ) . I thank Miguel Duran of  Banco 
de Mex ico for gather ing the data and computing the index . 
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The Renegotiation of Venezuela's  
Foreign Debt During 1 982 and 1 983 

Eduardo Mayobre 

PROBLEMS IN RENEGOT IATING 

By the end of 1 9 8 2 ,  Vene zuela ' s  foreign debt had 
reached approximately US $ 3 3  bill ion . Al though thi s  is a 
h igh f igure , it i s  low when compared to that of  other 
Latin American countries . In  terms of foreign earning s , 
the Venezuelan debt i s  equal to 1 5 1  percent of the coun­
try ' s exports of good� and services . By way of  contra s t ,  
the corresponding f igure f o r  Argentina ' s  debt i s  3 8 8  
percent , for Bra z il 3 5 4 percent , Chi l e  2 8 7  percen t ,  and 
for Mex ico , Peru , and Equador 2 6 4  percent , 2 6 0  percent , 
and 2 3 0  percent ,  re spect ively . 

However , in the renegotiat ion proc e s se s  that  became 
genera l practice throughout the continent during 1 9 8 2  
and 1 9 8 3 , i t  ha s been Vene zuela that has found i t  mo s t  
d i f f icult t o  reach an agreement with its creditor s . 
S ince March 1 9 8 3 , when the need for renegotiation was 
off icially  recogn i z ed ,  the Venezuelan government ha s had 
to recur on two occa s ions ( in Apri l  and July)  to a n inety­
day deferments of payments on its debt , and at the end 
of the second of these periods it barely managed to 
obtain a third deferment of thirty days . In addition , 
there wa s very l ittle probabil ity that an agreement would 
be reached before the end of  the year a s  regards a re­
schedu l ing of  the debt , and it wa s thought that it would 
only be pos s ible for meaningful negotiations to be 
initiated when the new government came to power in 
February 1 9 8 4 . . 

Thi s  development i s  surpr is ing , for until recently 
Vene zuela enj oyed a privi l eged place in the international 
finance markets ; due to the charac teristics of its debt 
and the s i z e  of its reserves , the reschedul ing o f  
maturities seemed , at  f irst glanc e ,  an easy ob j ective 
to atta in . However , what seemed an easily manageable 
s i tuation has  become more and more complex ,  with ser ious 
repercus s ions on the country ' s  dome stic economy as  wel l 
a s  its  international po s it ion . On f irst examinat ion , 
several facts appear that explain the changes mentioned . 

3 2 5  
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1 .  The structure o f  the debt i s  very vulnerable , a s  
4 5  percent o f  Venezuel a ' s  foreign indebtedness  i s  short­
term . Th i s  means that  al though the total debt is not 
exces sive ,  the maturities due in 1 9 8 3  and 1 9 8 4  exceeded 
the country ' s  repayment capac i ty during thi s  period . The 
portion sub j ect to renegotiation , which incl udes long­
term debt amortization due during the same two year s , is 
US$ 1 8  b i l l ion without taking account of the private­
sector debt whose share of  short-term maturities i s  
h igher than that of the pub l ic sector . I f  one makes 
compari sons with other countri e s  in Latin America , one 
f inds that their short-term debt accounts for 1 9  percent 
of  the total debt in Braz il , Argentina , and Chile and 
20 percent , 29 percent , and 3 0  percent in Ecuado r ,  Peru ,  
and Mex ico , respectively .  

2 .  The drop i n  earning s from o i l  sales that  began 
in 1 9 8 2  should be pointed out . These  earning s, which 
account for more than 9 0  percent of Venezuela ' s  exports , 
f e l l  by 2 0  percent in 1 9 8 2 ,  and a s imilar dec l ine wa s 
expected in 1 9 8 3 . Th i s  fal l in foreign revenue i s  due to 
a reduction in c rude export prices and to a cons iderab l e  
contraction in export volume as  a result o f  the pro­
duction quotas agreed upon by OPEC in response  to the 
depress ing conditions in the international oil market . 
Initia l ly ,  s ince the Venezuelan authorities thought that 
thi s  would be a minor temporary reduction , no appropriate 
preventive action wa s cons idered . 

3 .  The emergence of d i f f iculties in serving the 
debt in other countries  in Latin America , and the Mex ican 
crisis  of  1 9 8 2  in particular , l ed the international bank s 
to act with more caution with regard to their Latin 
American debtors and to reexamine the risks they had 
a s sumed in the region . This general attitude proved 
detrimental to Venezuela when it became obviou s  that the 
country was experienc ing d i f f iculties in meeting its 
fore ign commitments a s  wel l . Al though the need to re­
f inance the short-term debt had al ready been recogn i z ed , 
to the extent that in Augus t  1 9 8 1  the Venezuelan Congre s s  
had passed a l aw authoriz ing the undertak ing of appro­
priate commitment s ,  the executive branch refra ined f rom 
taking action for admini strative reasons and because it 
mi sunderstood what was occurring in the market . Thus , 
when the Latin American situation began to be viewed a s  
a world cris i s ,  only small  amounts of credit had been 
renegotiated by Venezuela . 

4 .  The fact that Vene zuela had ample international 
reserves at the beginning of 1 9 8 2  made the author ities 
bel ieve that they woul d  receive special treatment from 
the international banks . At the beg inning of  1 9 8 2 ,  its  
o f f ic ia l  internat ional re serves totaled US $ 8 . 6  b i l l ion .  
Added to these  were the f inanc ial reserve s o f  the oil  
industry and  Vene zuela ' s  I nves tment Fund , g iving a total 
of  approx imately US$ 1 9  b il l ion . There wa s a l so the 
pos s ib i l ity of reva lu ing the gold reserves sti l l  valued 
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a t  the o f f icial price o f  US$ 4 2  per ounce . When probl ems 
in the foreign- trade sector and d if f iculties in the 
renegotiating proc e s s  s tarted to become apparent , the 
authorities dec ided that  central i z ing the international 
reserves in the Central Bank and revaluing the gold 
reserve s  would demonstrate the country ' s  f inanc ial strength 
and thus fac i l i tate the negotiations . Thi s , however , 
turned out to be sel f-defeating , s ince it gave the 
impre s s ion that th is  wa s the government ' s  last  recourse 
and one that could adversely a f f ec t  the o i l  industry . 

5 .  The domestic economic s ituation and the monetary 
pol i c ie s  that  were adopted brought about a f l ight of  
capital that began in 1 9 8 1  and became more acute through­
out 1 9 8 2 .  From 1 9 7 9  onward ,  pol icies  were adopted that  
were des igned to restrict economic activity . The se l ed 
to a 5 0  percent reduction in real terms in private invest­
ment between 1 9 7 8  and 1 9 8 1 . A great deal of  the surplus 
capital that had prev iou sly been invested internal ly 
was withdrawn from the country . In addition , in mid- 1 9 8 l , 
domestic interest rates fell  while  fore ign rates remained 
at  a much h igher l evel and had a tendency to rise . Thi s  
meant a differential of  more than four points i n  favor 
of foreign interest  rates within the f ramework of  a f ree­
exchange system, which encouraged the fl ight o f  capital . 

This f l ight of  capital was condoned by the monetary 
authorities a s  part of a very s trange pol icy termed 
" de l iberate l eaks , "  which wa s designed to reduce the cash 
f l ow in the domestic economy . Toward the end of  the 
yea r ,  when domestic interest  rates were a l l owed to f l oat 
and tended to rise to international l eve l s ,  the outflow 
o f  capital continued due to a growing lack of  conf idence 
in the future o f  the domestic economy . Later , the drop 
in earn ings f rom oil sal e s , the centra l i zation of the oil  
indus try ' s  f inanc ial reserve s ,  the executive ' s  inter­
vention in the largest bank in the country- -Banco de los  
Traba j adores de  Vene zuela , and the growing conviction 
that a devaluation was imminent undermined conf idence 
even further and accelerated the f l ight of capita l . 
In the months preceding the introduction by decree o f  
exchange control s a n d  differential exchange rates i n  
February 1 9 8 3 , there was a net weekly capital outflow 
o f  US$ 4 0 0  mil l ion . Thi s  meant that wh i l e  in a normal 
year , such as 1 9 7 8 , the short-term capital outflow was 
US $ 1 . 3  bil l ion , thi s  f igure reached US $ 5 . 5 b i l l ion in 
1 9 8 1 ,  US$ 7 bil l ion in 1 9 8 2 , and over US$ 2  b i l l ion in the 
f irst two months of  1 9 8 3 . 

6 .  The fact that the currency had rema ined stable  
for  twenty years , with the exception o f  two minor 
readj ustments at  the beginn ing o f  the 1 9 7 0 s  and only one 
devaluation s ince 1 9 4 1 , meant that a change in the 
exchange rate would prove economica l ly and pol itical ly 
traumatic . Thi s  l ed the authorities to delay and 
attempt to avoid the devaluation of  the bol ivar . When 
the deva luation became inevitabl e  in February 1 9 8 3 , it 
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wa s disguised under an extremely complex system of 
exchange rates .  

The Vene zuelan currency ha s usua l ly been overvalued 
s ince its par val ue is  determined relative to the o i l  
sector and n o t  t o  the r e s t  of the economy . But ,  even 
without tak ing thi s  fact into account , it is ea sy to see 
that f rom 1 9 7 8  onward the bol ivar underwent cons iderable 
real apprec iat ion in val ue , a s  a consequence of inf l at ion 
ra te s in Venezuela h igher than tho �e of  its trading 
pa rtners and of the strengthen ing of the dol lar aga inst 
the European currencies ( the bol ivar ma inta ined a f ixed 
par value in relation to the dol lar ) . 

Calculations show that in the four years preceding 
the exchange measures of F ebruary 1 9 8 3 , the currency 
became overval ued by approx imately 3 5  percent in relation 
to tha t o f  the industria l countries . The exaggerated 
value o f  the bol ivar led to an increa se in imports and 
foreign travel and made it prac tical ly impos s ible  to 
increment nontraditional exports . Subsequentl y ,  when it 
became obviou s tha t  the exchange rate could not be sus­
ta ined , capi tal f l ight inc rea sed . The government ' s  
reluctance to implemen t exchange mea sures a l l owed the se 
ef fects to reach an extreme . 

7 .  The di f f iculties  in arrang ing the ref inanc ing 
of the debt can be expla ined by the fact that a fter having 
ma intained an average annual growth rate of 5 . 5 percent 
over the twenty years  f rom 1 9 5 8  to 1 9 7 8 , the country ' s  
economy underwent four consecutive years of stagnation . 
During th i s  last  period the authorities were unwi l l ing 
to take the mea sures neces sary to deal with the s itua tion 
that  they faced for fear o f  the soc ial and pol i t ical 
repercus s ions these could have . On the contrary , a l though 
there were some reduc tions in centra l government spend­
ing , s tate enterprises  and public  f inanc ial institution s 
became more heavily indebted . Both groups resorted to 
fore ign credit in order to compensate for their operating 
deficits , the reduction in funds a s s igned by the central 
government , and the lack o f  l iqu idity in the internal 
market . 

8 .  The pol i tical situation tended to make the 
government postpone any mea sure that might have proved 
unpopular , and con sequently it became eva s ive in its 
negotiations with its creditors . Almost  from the outset , 
the government ' s popularity wa s damaged by the stagnation 
in the economy , unemployment ,  and ris ing inf lation that 
far outstripped l evel s customary in Venezuela . When 
the financ ial and f i scal c ri s i s  became evident in mid-
1 9 8 2 , the selection of  the pres idential candidates to 
stand in the December 1 9 8 3  elections had j u s t  begun . 
During the period of negotiations with the fore ign 
cred itor s ,  the el ectoral campaign wa s in ful l swing , 
and pol l s  were showing a c l ear disadvantage for the 
government party candidate . In these circumstanc es  the 
authorities avoided tak ing any action or making any 
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commitment that would undermine their popularity . For 
example , a s  will be seen later , attempts were made to 
avoid reaching an agreement with the I nternational 
Monetary Fund and strong obj ections were even made to the 
measure s recommended by that institution . As a resul t ,  
no serious negotiations with the Fund c ame about . I n  
addition , there was an absence of  uni f ied criteria o n  
the part o f  the f i scal and monetary authorities , which 
reached the extreme o f  a public  di spute between the 
minister o f  the Treasury and the director of  the Central 
Bank . 

9 .  The central government ' s  lack of control over 
the indebtedne s s  o f  both the state enterprises and other 
decentra l i z ed government bodies made it virtual ly 
impo s s ible to arrive at a c l ear idea of  the total of  
the pub l ic- sector debt . The absence of  hard data in 
turn hindered the negotiations,  as  it created a discrepancy 
between the parties involved as to the amount that was to 
be negotiated . There were also  delays in the interes t  
payments of  the state institution s , and d i f ficulties  arose 
over the recognition of  loans  contracted without 
attention to the pertinent l egal procedures . Moreover ,  
there wa s the problem o f  private foreign debt , for wh ich 
there were neither records nor control , making it 
impos s ible to determine the nature or the total of  the 
same with any prec i s ion . S ince the exchange control law 
stipulates that foreign currency wi l l  only be provided 
for certain types of private debts , for which ref inanc ing 
has al ready been arranged , the foreign nebt of  the 
private sector is considered together with that of  the 
pub l ic sector in the negotiations with the creditors .  

1 0 . As a result o f  several o f  the a forementioned 
points , not only was there no reduction in publ ic spend­
ing during the period in which the c r i s i s  wa s developing , 
but it actual ly expanded con s iderably between 1 9 8 0  and 
1 9 8 1  as a resu l t  of increa ses  in oil  earnings , and 
remained virtually stable over the following two years . 

The se facts can be more c learly understood once the 
reader is acquainted wi th the negotiating process  that 
took place during 1 9 8 2  and 1 9 8 3 . 

THE RENEGOT IATION PROCESS 

I n  Augu st 1 9 8 1 ,  the National Congre s s  pa s sed a 
Refinanc ing Law for a sum o f  6 1  b i l l ion bol ivars . Thi s  
law ,  wh ich authorized the executive to a s sume , consoli­
date , and re structure the short-term debt o f  the public 
sector , was di scus sed in the S ixth National P lan . The 
plan ' s investment program entailed pub l ic borrowing for 
several pro j ects and contained a number o f  legal 
initiatives designed to fac i l i tate their f inanc ing . 
A plan for the ref inancing o f  short-term debts contracted 
prior to June 19 8 2  was a l so inc luded in the national plan , 
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s o  that total public  borrowing could b e  taken into 
account . A s ignif icant proportion of  thi s  borrowing 
had been undertaken by state enterprises  without the 
authori zation of the executive and in some cases without 
complying with a l l  the relevant l egal requirements .  I n  
order t o  prevent these  practices from continuing , the 
Re financ ing Law wa s pas s ed ,  and modif ications were made 
to the Public  Credit Law that introduced contro l s  and 
sanctions to be applied to whoever as sumed obl igations 
for the state without authorization . One of  the require­
ments estab l i shed for refinancing was the approval by the 
F inance Commis s ion of  the legislative chamber of  a detai l ed 
l ist of the debts involved . 

Despite the author i zation that had been g iven by 
Congres s , the executive delayed in starting refinancing 
negotiations and in approach ing the international 
f inance markets .  First  it attended to admini strative 
probl ems in gathering the information required by 
Congre s s ,  and then it dec ided that  the market conditions 
were not suitable .  Negotiations initiated with the 
international bank s on several occas ions in 1 9 8 2  in mo st 
cases did not l ead to any agreement , as  the Venezuelan 
authorities  cons idered that the terms they were of fered 
were not in keeping with the country ' s  f inanc ial position . 

The dec l ine of  the o i l  markets and the appl ication 
of  production quotas agreed upon by OPEC during the summer 
of  that year made the government bel ieve that Venezuela 
would create a false impress ion before the international 
bank s  o f  being weak , for they thought that the oil demand 
would increase  during the second hal f  of the year and the 
estimates of  foreign earnings would therefore be much 
more favorable . On the basis  of these  a s sumptions , the 
Venezuelan government considered that it would not be 
wi se to accept the interest rate s it was being offered , 
wh ich were approximately an eighth of  a percent higher 
than tho se it had obtained previou s ly , s ince thi s  could 
create a precedent and undermine the country ' s  pos it ion 
in the internationa l f inance markets . 

For these reasons , the Vene zuelan government 
dec ided to po stpone the ref inancing negotiations unti l  
midyear and t o  renew short-term loans as  they matured . 
As part of  th i s  strategy , credit for the vast sum of 
US$ 2 b i l l ion was being arranged and was to be ready by 
June or July . Meanwh i l e , the Falklands crisis  occurred 
in which Venezuela supported the Argentine position 
actively and with determination . The resulting rumors 
and opinions adversely affected relations with the 
British f inancial c ommunity . Some of the funds from 
the Vene zuelan o i l  industry were withdrawn from British 
banks when it wa s rumored that they might be fro z en , and 
a number of the united K ingdom ' s banks  abandoned the 
talks regarding the giant credit . 

At the same time , Mex ico was a lready involved in 
negotiations for credit for an amount simi lar to that 
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requested by Vene zuela and had decided to accept h igher 
intere st rates in order to obtain resources . Thi s  in­
f luenced the terms offered to Vene zuela , which were 
re j ected . The government obj ected to the combined u s e  
o f  the u.s . preferential rate and the London interbanking 
rate , which had been u sed on previous occas ions , and 
cons idered that , in its view of the market , the money 
was overpriced . Events that  followed were to show that 
to rej ect the terms that had been offered was a great 
mi stake . 

Later , the Mex ican c r i s i s  and the d i f f iculties  faced 
by other countries in the region l ed the international 
bank s to adopt a more infl exible position toward Latin 
America . Thi s , coupled with the deterioration in the 
internal s i tuation in Vene zuela and the fact that several 
state enterpri s e s  were behind in their payment s , resul ted 
in some short-term credit not being renewed . In the face 
of  th i s  s i tuation , which was a l so compounded by the 
reduction in reserves due to the f l ight of capita l , the 
authorities  dec ided to centra l i z e  the reserves of the 
state enterprises  and to set a new par value for gold in 
order to show that " dollar  for dol la r "  the country ' s 
foreign l iabi l ities  were matched by its international 
reserve s . Th is  mea sure particularly affected the 
nat iona l i zed o i l  industry , which unti l  then had maintained 
a position of  absolute f inanc ial independence , thus a l l ow­
ing it to f inance its  own current account operations and 
maintain enough foreign currency to f inance its  expansion 
program . By the end of 1 9 8 1 ,  the net short-term inter­
national a s sets o f  Petr6leos de Venezuela ( the Vene zuelan 
oil c ompany ) totaled US $ 7 . 6 6 bil l ion . The new gold par 
value , which rose from US $ 4 2 . 2 2 to US $ 3 0 0  per ounce , 
meant a US $ 3  b i l l ion dol lar increase  in international 
reserve s . The se measures did not overly impres s  the 
international bank s ,  which had long been aware of  the 
di fferent types of reserves held by Venezuel a . 

I n  the l ight of these new market c ircumstances , 
toward the end of S eptember a new refinancing plan wa s 
presented by the government that was des igned to re­
schedule U S $ 8 . 7  b i l l ion of the current account debt . 
Under th i s  new plan the government was wi l l ing to pay 
much h igher interest rates ( o f  between 1 percent and 
1 . 6 2 5  percent above LIBOR) than tho se it had rej ected 
a f ew month s previously and abandoned the idea of 
obtaining g iant loans . Under the se conditions , it 
managed to ref inance approx imately US $ l  b i l l ion by the 
end o f  1 9 8 2 . 

The aggravation of  the c r i s i s  in Mexico , Bra z i l , and 
Argentina , fear of a reduction in o i l  prices , and the 
col lapse of the domestic economy ( involving intervention 
in the Banco de los Traba j adores de Vene zuela ) impa ired 
the succe s s  o f  the above-mentioned plan . A report by 
the F inanc ial T imes at the beg inning of January 1 9 8 3  
commented in thi s  regard that the " Euromarket responded 
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enthusiastically to the announcement i n  October o f  the 
ref inanc ing plan , particularly as  conditions were o f f ered 
that were considered exceptionally generous by the bank s 
wh ich had been used to bargain ing with Vene zuela over 
the pr ice of its foreign c redit . "  I t  added that the 
"enthusiasm due to these ref inanc ing plans is beginning 

to wane . "  By thi s  time , the imminent reduction in oil  
prices  and the f l ight of  capital had seriously eroded 
conf idence in the Vene zuelan economy . It wa s not 
di f f icult to fore see that a currency cri s i s  wa s probable . 

Durfug 1 9 8 2 ,  ef forts had been made to dea l with the 
problem o f  the short- term debt . Thes e  were unsucc e s s fu l , 
as  the Vene zuelan authorities had fail ed to perceive the 
deterioration of conditions in the internationa l f inance 
markets . They considered that  the extent of  their 
international reserves gave them a f inanc ial stabi l i ty 
that deserved preferential treatment , and they remained 
under the illusion that an upturn in the oil markets 
would increa se their foreign earning s . None of the se 
hopes came to f ruition , and the dome stic economic situa­
tion meanwhile  continued to worsen . 

THE SITUAT ION IN 1 9 8 3  

B y  1 9 8 3  the situation had become even more d i f f icul t .  
There was the need not only t o  renew short-term credit 
but a l so to pay the amortization s on the medium- and long­
term loans contracted in previou s years that were heavily 
concentrated in 1 9 8 3  and 1 9 8 4 . The unsuccessful  negot ia­
tions undertaken in 1 9 8 2  had undermined the country ' s  
international credibil ity ,  and the foreign drain on 
reserves had become more acute , as a resul t of a loss  
o f  conf idence with in the nation and o f  rumors of a 
deva luation . 

Furthermore , during the f irst four months of  1 9 8 3  
the o i l  market had deteriorated even further , and there 
wa s fear that a price war could begin between the export­
ing countri es . The production quotas agreed upon by OPEC 
in the summer of  1 9 8 2  were no longer appl icable in the 
second half  of  the year , and the production increa ses by 
countries  l ike N igeria , Vene zuela , I ran , and Indonesia 
were caus ing friction within the organi z ation . Further­
more , the OPEC countries  were accus ing one another of  
grant ing discounts that violated the price schemes agreed 
upon . The OPEC countries ' loss  of a cons iderab l e  share 
of  the market to new exporters wa s mak ing the situation 
even more dif f icult . Under these  c ircumstances , the free 
convert ibi l ity o f  the bol ivar wa s su spended on F ebruary 
1 8 ,  1 9 8 3 , and after several  day s of  discu s s ion and dis­
agreement between members of  the government a new exchange 
scheme wa s e stabl i shed . 

Thi s  con s i sted of  the introduction of three exchange 
rate s . The exchange rate of  4 . 3 0  bol ivars to the dol lar 
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wa s ma intained for pub l ic- sector transactions , inc luding 
debt servic ing and the importation of e s s ential goods . 
A rate of  6 bol ivar s per dol lar wa s set for the rema inder 
of trade trans ac t ions , which would be sub j ect  to a system 
of exchange control . La stl y ,  a f ree f loating rate wa s 
e stab l i shed for f inanc ial operation s ,  travel ing expense s ,  
and other international transaction s .  

I t  was estab l i shed that for the payment o f  the 
priva te- sector foreign deb t ,  dol lars would be made 
ava i lab l e  at the preferential rate of 4 . 3 0 bol ivars for 
the total debt amount ,  provided that the latter had been 
ref inanced by the creditors a l l owing at least a one-year 
grace period and a three-year period of maturity . Thi s  
wa s one of  the points that cau sed mo st controversy among 
member s of the government and that s t i l l  has not been 
completely worked out , owing to the diff iculty of de­
f ining the total debt amount and the fact that one of the 
conditions , that of refinanc ing , is  beyond the control 
of  the debtors . 

In order to admini s ter thi s  exchange plan the Office  
for  the System of  D i f ferential  Exchange Rates ( RECADI ) 
wa s set up under the control of  the Treasury , as  a result 
of  the differences  in opinion between it  and the Centra l 
Bank o f  Vene zuela . The e stab l i shment o f  RECADI l ed to 
administrative difficul ties that cau sed a permanent delay 
in furnishing foreign currency at the preferential rates 
of  4. 30 and 6 bol ivars per dol lar . Thi s  o f f ice was 
practically created from noth ing , and it spent the greater 
part of  its t ime e stabl i shing the legitimacy of reque sts 
for preferential rates o f  currency . Later , the Central 
Bank of Venezuela refused to recogn i z e  some of the 
authorizations g iven by RECADI , particularly tho se re­
lat ing to th e private foreign debt , thu s prolonging 
an atmosphere of uncertainty that still  continues  to be 
fel t . 

As a complement to the exchange mea sures , a decree 
wa s pa ssed free z ing prices for two month s . Thi s  was 
later repla ced by an " administrated prices system" that 
stipulated that any price increa ses must be authori z ed 
by the Min i stry for Development .  Under thi s  system the 
authorities had three months in which to con s ider pro­
pos ed price rise . In actual fact prices were frozen for 
nearly s ix months . 

Under the exchange system that had been adopted , 
the government dec ided not to intervene in the free 
market . Initia l l y ,  the bol ivar sold at around 8 to the 
dollar , but then rapidly s tarted to rise  due to a 
shortage o f  foreign currency . A pecul iarity of  the 
Venezuelan economy is that 9 0  percent of its foreign­
currency earnings are generated by the pub l ic sector ; 
thu s the action the monetary authorities either do or do 
not take determines the market . Faced with thi s  rise  in 
the price of the dol lar , the Central Bank dec ided to 
intervene in the S tock Exchange , but its intervention 
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gave rise  t o  exc eedingly easy speculative practices and 
destab i l i zed the market . In  the l ight of these  c i r­
cumstances , the Centra l Bank withdrew f rom the market 
and s tarted to provide the commercial banks with foreign 
currency at a f ixed rate of 9 . 9 5 bol ivars per dol lar , 
whi l e  the S tock Exchange withdrew f rom the foreign­
currency market . The amount sold by the Centra l Bank 
( US $ 1 2 0  mil l ion per month ) was greatly inferior to the 
demand and l ed to the emergence of alternative markets . 
One o f  these operates through the money- exchange o f f ice s ,  
providing l imited quantities t o  purchasers i the other , 
with h igher rate s ,  ha s no re strictions a s  regards quantity , 
its transactions being carried out directly between vendor 
and purcha ser . 

Having rema ined stable at between 8 and 9 bol ivars 
for a few weeks , the f ree dol lar rose  continuously to 
reach 12  bol ivars , when the Central Bank withdrew . By 
mid-July it reached 1 7  bolivar s ,  only to fall to a rate of 
between 13 and 14 bol ivars per do l lar during August and 
September . As a resu l t  of a l l  these factors , in October 
1 9 8 3  there were f ive different exchange rate s : two 
preferential rates of 4 . 3 0 and 6 bol ivars , the bank rate 
of  9 . 9 5 ,  the money-exchange-office rate of 13 bol ivars , 
and the free rate of 1 4 . To the s e  can be added several 
spec ial intermediate rates . As can be observed , there 
is  more than a 3 0 0  percent variation among the dif ferent 
exchange rate s ,  wh ich not only makes for complete un­
c ertainty ( s ince access  to the dif ferent rates is not 
c l early defined ) but a l so encourages irregular transac­
tions to be made . 

I t  i s  easy to imag ine that as  a re sult of thi s  
exchange disorder , the consequent uncertainty , and the 
admin i strative diff iculties in obtaining foreign currency 
at preferent ial rates , there has been a tendency for 
production to fal l dramatical l y  on one hand and for un­
empl oyment to rise steeply on the other . Thi s  can be 
c l early observed in the monetary indicator s :  Despite 
a notab l e  increase  in dome stic l iquidity as a result of 
exchange control , the demand for credit ha s rema ined 
stagnant . 

In  addition , the lack of  foreign currency at 
preferentia l  rates has l ed to a fall in input supplies  
to the production centers . Faced with dif f iculties in 
obtaining fore ign currency at such rate s ,  manufacturers 
have only used the free market in extreme cases , l eading 
to a reduction in imports and a shortage of raw mater ial s  
and mak ing i t  neces sary for manufacturers to reduce pro­
duction l evel s .  There have been no serious shortages , 
s ince i t  wa s customary for the country to ma inta in h igh 
l eve l s  of inventories , and with an impending devaluat ion , 
extra supplies  were in many cases purcha sed in advance .  
Thus the shortage of fore ign currency has resul ted in 
lower leve l s  of inventories rather than chronic shortages . 
In  any ca s e ,  rel iab l e  estimates show that imports have 



3 3 5  

f a l l en by more than 4 0  percent s o  far i n  1 9 8 3 , a decrease 
that can only be explained by a marked reduction in 
inventories . 

RELAT IONS WITH THE IMF 

The renegotiation proce s s  has been accompanied by 
the paralys i s  of the economy and the retention of an 
unsustainable exchange-rate system .  When the exchange 
control was introduced in February 1 9 8 3 , the authorities 
made a f inal a ttempt to ref inance the short-term debt 
following the outlines it had been propos ing s ince 
October 1 9 8 2 .  These  negotiations failed and , by the 
second half  o f  March , gave way to negotiations to obtain 
a three-month moratorium on capital payments ,  the idea 
being that during thi s  period conditions could arise 
that would ensure the country ' s  medium-term payment 
capacity . The moratorium was obtained without ma j or 
d i f ficul ties , and the same interest rates were ma intained 
for the debts outstanding . However , the total sum to be 
ref inanced rose f rom US $ 8 . 7  b i l l ion , wh ich was the 
orig ina l ly suggested f igure , to US$ 1 8  b i l l ion , accounted 
for by the loans due to mature in 1 9 8 3  and 1 9 8 4 . 

For the purpo se of the s e  new negotiations ,  the 
Venezuelan authorities adopted the attitude that 
Venezuela ' s  case was d i f ferent f rom that o f  other Latin 
American countries in that its  total debt was relatively 
sma l l e r ;  the country still  had about US$ 9 b i l l ion in 
reserve s  and did not require new credit to satisfy its  
foreign requ irements .  For the se rea sons the government 
hoped to reach an agreement tha t  would not involve the 
International Monetary Fund or , at least , that would not 
imply the k ind of  conditions a credit agreement with 
that institut ion norma l ly impl ies . 

In  the meantime , in mid-March 1 9 8 3  OPEC decided to 
cons iderably reduce its  o f f icial oil  prices and to 
reintroduce production quotas for its  members . Al though 
thi s  deci sion meant an additional reduction in 
Vene zuela ' s  foreign earnings , it introduced an e l ement 
of stab i l i ty into the oil  market that allowed better 
pl anning o f  the action to be taken in the home sphere 
and diss ipated a series of f ears concerning the oil  
market that had become widespread during the previou s 
months . 

Under these c ircumstance s ,  an advi sory committee of 
creditor bank s wa s set up , headed by the Cha se Manhattan 
Bank , to serve as the counterpart to the Vene zuelan 
authorities in the negotiation s . The committee demanded 
f i rst that the total of Venezuela ' s  debt be made c l ear . 
Thi s requirement turned out to be more of a problem than 
was at f irst thought ,  because the debts of the state 
enterpr ises  and institutes were often neither contro l led 
nor registered . The committee also  demanded that some 
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of  the se institutions tha t had not been included in 
previou s refinanc ing scheme s ( in particular the Banco 
Indu strial de Venezuela )  bring their delayed payments 
up to date . Thi s  requirement wa s not carried out to the 
ful l because of  a l ack of organization and for dome stic 
l egal rea son s . The delay in outstanding intere s t  pay­
ments was to become a permanent source of irritation 
throughout the whol e  negotiating process  between the 
Venezuelan government and its creditors , particularly 
because promi ses to solve the problem were made severa l 
time s without these commitments being honored . The third 
condition stipulated by the creditors was that ta lks 
should be initiated with the International Monetary Fund . 
At first the nature o f  these  talks wa s not c l ea r ,  s ince 
it wa s not propounded that Venezuela needed to reach a 
credit agreement with the Fund . 

The initial talks with the International Monetary 
Fund were consultative . However , the government h inted 
that it might request a credit agreement and even went so 
far a s  to a sk to be informed o f  the ba sic condi tions 
demanded by the Fund . As part of the Fund ' s routine 
procedures in the superv i s ion of exchange systems , a 
consultation had been proposed for 1 9 8 3  to examine the 
case of Vene zuela . The government reque sted that thi s  
meeting be brought forwa rd ,  th i s  being the off icial 
reason for the exchange o f  mi s s ions . At the time of 
their second v i s it to the country , the Fund repres enta­
tives , who were expecting to commence negotiations for a 
credit agreement , found that the Vene zuelan author itie s 
were not prepared to discu s s  their exchange system.  The 
talks were l imited to establ i shing the verac ity of the 
o f f icial figure for the f iscal def icit . 

Meanwhile  the Vene zuelan authorities had been 
discus s ing how they could so lve the prob lem of obta ining 
the Fund ' s  approval for the ir pol ic ies  without hav ing to 
constrain themselves to the condit ions of the standby 
credit agreements of that institution . The government 
expected the Fund to be sympa thetic toward its concerns , 
s ince Venezuela had made signif icant contributions to 
the Fund during the years  of its o i l  bonanza . As a 
resul t of these contributions , the country had a net 
credit with the Fund of  U 5 $ 1 . 2  bil l ion . Thi s  amount , 
cons idered part o f  it s international reserve s ,  could be 
used automatical ly  but wa s not an endorsement for the 
world monetary authority of the way the Vene zuelan 
government would manage the economy . 

The appa rently obvious solution to the prob l em of 
obta ining the support of  the International Monetary Fund 
without having to meet its condit ions lay in the 
compensatory credit fac i l ity . Thi s  service is provided 
for countries that have suf fered a temporary setback in 
export earning s ,  provided that the cause of their short­
fal l in income be beyond the control of the authorities . 
Usua l l y ,  th is reduc tion in earnings i s  due to f luctua tions 



in the raw-material markets in countries whose  exports 
depend on these produc t s . This wa s the case in 
Vene zuel a ,  where oil exports had fal l en by almost  2 0  
percent i n  two consecutive years . 
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However ,  the compensatory c redit fac i l i ty had never 
been appl i ed to an oil-exporting country for the s impl e  
reason that none of these  h a d  ever needed it . G iven the 
important rol e  that the OPEC countries had played in the 
f inancial upheaval s  that occurred fol l owing the increa ses 
in oil  prices between 1 9 7 4  and 1 9 7 9 , it was a pol itical ly 
del icate matter to consider allowing the oil  exporters to 
use  the IMF compensatory fac i l i ty .  

I n  order to oppose the oil  countrie s '  acc e s s  to the 
compensatory credit fac i l i ty ,  it was argued that the 
price of c rude oil was not outside the control of the 
authorities in the OPEC countrie s ,  s ince it is f ixed by 
a cartel of producers . A more technical argument held 
that there was no certa inty that thi s  shortage of  
re source s  wa s rever s ib l e  and therefore temporary , s ince 
oil prices are not subj ect to the cycles  a f fecting other 
raw material s .  

On the bas i s  of  these  facts , the managing director 
of  the IMF addres sed h imsel f  to the general prob l em of 
whether the o i l - exporting countrie s could have acc e s s  to 
the compen satory credit fac i l ity .  Dur ing cons ideration 
of the matter , it wa s concluded that no impediment 
ex i sted in th is  respec t ,  but that requests by the oil­
exporting countrie s should be studied on a case-by-case 
basi s . The ma in argument in support of this  conclusion 
wa s that OPEC does  not act as a cartel , s ince the f ixed 
pr ices e s tabl ished by it  do not determine market con­
ditions but rather re spond to them . Thi s  l ine of 
thought i s  important in the l ight of propaganda that 
c i rculated in previous years , which held that price 
f ixing by OPEC had been the cause of  most internat ional 
economic i l l s .  However ,  the Fund,  whose arguments tend 
to suit its own conven ience , could not admit discrimina­
tion aga inst a group of countries without contradicting 
its principle of equal treatment for al l members . 

The Vene zuelan authorities con s idered the IMF 
Executive Board ' s dec i s ion a victory . They thought that 
it would make an agreement pos s ible , which in turn 
would f ac i l i tate a re f inanc ing arrangement . They forgot , 
however ,  that a further requi rement for access to be 
had to the compensatory facil ity i s  that " the authorities 
cooperate with the Fund in solving their balance of 
payments probl ems . "  S ince they had not taken any measures 
that could be interpreted as doing so , access  to the 
fac i l ity proved practical ly impo s s ibl e . 

Meanwh i l e , the Vene zuelan government made the grave 
mi stake of announc ing to its creditor s that in princ iple 
it had reached an agreement wi th the IMF , a l though such 
an agreement did not exi s t . Denial of thi s  by the Fund 
author ities damaged the credib i l i ty of the Vene zuelan 
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authoritie s, a s  wa s to b e  expected . 
In  the consul tation on Vene zuela tha t  took place in 

the Executive Board of  the Fund,  the general impress ion 
regarding the mea sures taken by the government and its 
intentions for future action wa s negative . The report 
by the IMF authorities dec lared , for example , that " the 
recent action by the Venezuelan authorities is insu f f ic ient 
to deal with the country ' s  economic dif f iculties  and the 
mea sures they have taken are not the appropriate ones . "  
I t  explained that the measures " ran the ri sk o f  rapidly 
depleting international reserve s ,  seriously increa s ing 
inflation and di storting the allocation of resources . " 
By way of conc lusion , it  said that " the country ' s  
serious probl ems can only be solved through adjustment 
measures"  in the most d iverse  areas of the economy . 

In the talks with the Vene zuelan authorities , the 
Fund mi ss ions had recommended the following measure s : 

1 .  modif ication of the exchange system ,  prefer­
ably by means of a devaluation a imed at 
un ifying the exchange rates 

2 .  rai s ing the domestic price o f  crude oil  to 
internat ional leve l s  

3 .  reduction i n  publ ic spending 
· 4 . increa se  in the prices of publ ic servic e s  

and of goods produced b y  state enterprises  
5 .  inc rea sed income tax and the introduction 

of a sales tax 
6 .  reduction of net internal credit and a l l ow­

ing intere st rate s to continue to f l oat 
7 .  l ift ing the recently decreed restrictions 

on imports 
8 .  freeing prices and free z ing wages 

The se recommendation s �  never seriously dis­
cussed , s ince at no time did the tal k s  on a pos s ible  
credit agreement between Venezuela and the Fund go  
beyond the prel iminary stages . In their  report , the 
authorities of the Fund recorded that al though the 
Venezuelan authorities expres sed agreement with some of 
the recommendation s ,  they con s idered " that it wa s not 
pos s ib l e  to contemplate immediate action in these area s , 
due mainly to the impending December 1 9 8 3  election s . " 

In  these c ircumstances the Venezuelan government 
publ icly re j ected the Fund ' s  recommendations , alleg ing 
that  they were impo s s ib l e  to accept because of their 
h igh soc ial cost . Th i s  practically closed the doors to 
an agreement . I t  should be noted that  the aforementioned 
mea sures were recommendation s made during the consul ta­
tion proce s s  and not conditions for a credi t  agreemen t ,  
s ince there ex ists , in pr inc ip l e , a l imit t o  the 
conditions that can be set in such agreements .  As  the 
pos s ibil ity of  a contingency credit wa s never seriously 
cons idered , the Fund did not modi fy its initial 
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recommendat ions . 
The c onsul tation in the Executive Board of the IMF 

took place at the beg inning of July 1 9 8 3 , and it wa s 
suppo sed that it would form the ba s i s  for the negotia­
tions . By that date the Vene zuelan government had 
requested and obtained a second moratorium for its  
amortization payments .  As a condition for granting 
it , the creditors had ins i s ted that talks with the Fund 
continue with the ob j ec t  of reaching an agreement within 
the three-month period o f  payments deferred . They had 
al so in s isted that the outstanding interes t  payments 
be met and that a solution be found to the probl em of  
the  private debt . 

At the end of July a new mi s s ion from the Fund vis ited 
Venezuela .  Thi s  proved to be f ruitl e s s , for in a tele­
vised mes sage to the nat ion the mini ster of trea sury 
stated tha t  there would be no changes in the pol ic ie s  
adopted up until  then-- in the exchange sy stem i n  
particular- -and that any settlement with the Fund woul d  
have to be made fol lowing the December 1 9 8 3  election s . 
Shortly after , at the beg inning of S eptember , the foreign 
bank s ' advisory committee agreed that it would make no 
formal proposal to the government of Venezuela for the 
re schedul ing of  its deb t ,  s ince it cons idered i t  
essential that Vene zuela reach a para l l e l  agreement 
with the International Monetary Fund and meet its out­
standing payments . Thi s  reference to a " para l l e l " agree­
ment can eas i ly be interpreted a s  a demand for a contin­
gent credit agreement ,  s ince thi s  a rrangement is the 
only one that  could be carried out s imul taneous ly ,  as 
it i s  sub j ect  to a quarterly review . 

An additional probl em wa s the publ ic dispute between 
the minis ter of treasury and the pres ident of the Central 
Bank concerning the handling of the private foreign 
debt . The Centra l  Bank invoked legal reasons for 
refu sing to provide currency already approved by RECAD I 
for the debt payments of a number of private companies . 
The matter wa s important s ince one o f  the c reditor banks 
had threatened l egal action if the outstanding payments 
were not made . The Vene zuelan company concerned was 
wi l l ing to meet it s obl igation s but could not obta in the 
foreign currency it had been author i z ed .  After several 
days of public  discussion , a b i l l  was pas sed on S eptember 
27 by wh ich dol lars could be granted at the preferential 
rate up unti l  December 31 for the payment of the private 
sector ' s  deb t ,  provided that the difference between 
the pre ferential and the bank rate for the dol lar was 
put up a s  surety and that the debt wa s recogni z ed by a 
commi ssion created espec ially for thi s  purpose . Al though 
thi s  bill  dispe l l ed the uncerta inty of the moment , it did 
not solve the que stion of  the private trade debt and the 
treatment that the pr ivate sector woul d  receive from 
January 1 9 8 4  onwa rd .  
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Subsequently , on the day on which the second 
moratorium ended , the creditor bank s  granted a third 
deferment of  payments o f  only one month and at a h igher 
rate of interest . Thi s  l imit was des igned to observe 
Vene zuela ' s  behavior in rela tion to meeting its outstand­
ing interest payments . I f  thi s  situation wa s rectified , 
the moratorium woul d  be extended for another three months 
unti l  January 3 1 ,  1 9 8 4 , four days before the takeover 
o f  the new government .  I t  can therefore b e  concluded that 
the ref inanc ing proce s s  initia ted in 1 9 8 1  and the re­
negotiation of the debt attempted during 1 9 8 3  were 
unsucce s s ful  and that  the re schedul ing of Venezuela ' s  
foreign commitments could not be achieved before mid- 1 9 8 4  
at the ea rl iest . 

ACHIEVING ECONOMIC STABILI ZATION 

Al l the facts related so far expla in why the 1 9 8 3  
negotiations to reschedu l e  the debt have failed and why 
Venezuela ,  in spite o f  being in a more favorable po s ition 
than other countries in the region , ha s become one of the 
mo st dif f icul t cases . I t  would , however ,  seem pertinent 
to make a few additional comment s . 

Vene zuela is  not only in the position of having to 
solve a del icate fore ign-debt prob l em ,  but i s  al so faced 
with the dilemma of  having to adopt a program of economic 
stab i l i z ation after four yea r s  of economic stagnation . 
Norma l l y ,  a disequil ibrium in the balance of payment s i s  
caused by the exc e s s ive uti l i zation of  resources  in the 
dome stic economy , producing rates of growth that are un­
sustainable  in the medium term .  Thu s , the Internat iona l 
Monetary Fund ' s customary prescription consists  of 
reduc ing the l evel of internal economic activity , which 
then l eads to a fal l in the demand for imports and 
generates exportable surpluses . In the case of 
Vene zuela , however , four years  of reces s ion came between 
the per iod of accel erated growth and the time when 
bal ance-of-payments problems arose . Th is  pecul iar 
s ituation i s  due to the rec e s s ion coinciding with a 
marked increa se in foreign-currency re sources . 

The 1 9 7 9  increases in o i l  prices meant that between 
1 9 7 8  and 1 9 8 1  export earning s went up from US $ 9 . 2  
b i l l ion to US $ 2 0 . 2  bil l ion .  De spite thi s ,  the gro s s  
national product dropped during these years at a n  average 
annua l rate of  . 2  percent . In 1 9 8 2  it rose by . 6  percent , 
and estimates suggested that it would drop aga in in 1 9 8 3  
by at  least 3 percent .  Thus , a t  the time o f  the balance­
of-payments probl ems , unemployment had reached an a l l - t ime 
h igh , and the uti l ization of insta l l ed capacity wa s 
particularly low.  

Under these c ircumstances , it would be counter­
productive to fol l ow traditional remedies . Greater 
def l ation cou l d  l ead to the destruction of the produc tion 
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capac ity ,  increase the al ready ex isting distru s t ,  
inhibit investment ,  ra ise  unemployment t o  soc ially 
unacceptable l evel s ,  and discourage the return of  capita l  
previously taken out of the country . The social ten s ion 
that would be caused by higher unemployment deserves 
spec ial attention as good labor relations have been one 
of the most pos itive f eatures of the Vene zuelan economy 
in the last  twenty- f ive year s ,  despite the ex istence of 
strong trade unions . I t  should also be underl ined that 
the f inanc ial situation of the manufacturing companies  
could prove impo s s ible to sustain if  there were a further 
drop in demand . In short ,  in Vene zuela at  the present 
moment there i s  not the soc ial tolerance to a deflationary 
pol icy that  might pos s ibly exi s t  in countries who se 
balanc e-of-payments problems emerged immediately fol low­
ing periods of accel erated growth . 

Furthermore , the exi stence of cons iderabl e  idle 
capac ity l eads one to bel ieve that it would be pos sibl e  
t o  adopt pol icies t o  reactivate the economy without un­
neces sarily aggravating the balance-of-payments and 
inf lation problems . The overvaluation of  the currency 
ha s meant tha t the Vene zuelan economy is extraordinarily 
open and tha t  there are , therefor e ,  ample opportunities 
for import substitution , even of f in i shed consumer goods . 
The reactivation of  the economy , moreover , would serve to 
encourage the return o f  capital from abroad that  ha s not 
yet been invested in other economies , since it woul d  
create new investment opportunities i n  the domestic 
sector . 

The deva luation could have become an incentive to 
reactivate the economy s ince , in itsel f ,  it implied in­
creased protection . But the adopt ion of an e s sentially 
unstable  exchange system inhibited inves tment ,  creating 
uncerta inty as regards the f inanc ial s ituat ion of enter­
prises . Moreover , the repeated announcement of a re­
f inanc ing agreement that never actua l l y  material i z ed 
mainta ined the suspense as  to the future o f  the economy , 
wh ich brought production to a standstil l .  

In order for production to return to normal , 
therefore , it i s  e ssential that an exchange pol icy be 
def ined . But thi s  i s  j u s t  one aspect of a wider 
stabil i zation program whose  aim should be to achieve a 
return to reasonabl e  rate s o f  growth . The designing of 
such a program would fac i l i tate negotiations with the 
creditors .  But , by the same token , no program of any 
k ind wil l  be accomplished if  the negotiations are un­
succes sful . 

Now ,  the course the 1 9 8 3  negotiations have taken 
leads one to conc lude tha t ,  if  the debt is to be re­
scheduled , it is  practic a l ly inevitabl e  that an agree­
ment be made with the International Monetary Fund . 
However , an agreement with the Fund can only be made if 
the need to reactivate the economy is recogn i z ed .  The 
Venezuelan government shou l d ,  there fore , be cl ever 
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enough to formulate a reactivation program that would 
reestab l ish a basic equ i l ibrium in the balance of pay­
ments and in the f i scal s i tuation . As far as  the Fund i s  
concerned , it needs t o  be flex ib l e  a n d  rea l i stic enough 
to recogn i z e  that  thi s  equ i l ibrium will  only be ach ieved 
if  a c l imate of  conf idence can be created and a domes tic 
demand capable of setting the production apparatu s in 
motion can be mainta ined . I f  thi s  does not occur , the 
only remaining a l ternative wil l  be a settlement with the 
creditors that would not involve the Fund or a moratorium 
that would have negative e f f ects  for both Venezuela and 
the interna tional f inanc ial community . 

A stab i l i zation and reactivation p rogram wi l l  re­
quire as much discipline as that demanded by tradit ional 
Fund strategy , except that  the disc ipl ine would be of a 
different k ind . Whatever the approach adopted it i s  
e s sentia l that pub l ic f inance s  be put i n  order ,  which 
could serve a s  common ground between the orthodox 
recommendat ions and a strategy more in keeping with the 
needs of the country . Theoretical ly , such order ing i s  
ea sy t o  achieve , s ince there i s  a wide margin of wa s tage 
and disorderly uti l i zation o f  re sources  for public  
spending . Furthermore , s inc e taxes are  exce s s ively l ow 
in Venez uel a ,  their inc rease  i s  f ea s ibl e .  Thus one 
sees that  the Fund ' s recommendation s  concerning f i scal 
austerity , increa ses in the dome stic price of o i l , and 
the introduction of new tax e s  form an acceptabl e  and even 
nece s sary part of any stabil i zation program . 

The differences mentioned might arise in other 
area s ,  such as the role to be pl ayed by the public  
sector . In Vene zuela the s tate ha s for  many years been 
the driving force beh ind the economy . The fact tha t  it 
genera tes more than 4 0  percent of the gro ss  national 
product makes  thi s  practical ly inevitable . Therefore , 
al though one might accept that  the weight of  reactiva­
tion should l ie with the private sector and that it i s  
e s sent ial that resources  be freed t o  a l l ow private 
industry to recover , it  is a l so true that the pr ivate 
sector wil l  only increase its l evel of activity if the 
public  sector mainta in s an adequate l evel of demand . In 
thi s  sense , the adopt ion of doctrina ire po int s of view 
concerning the rela tive importance of one or other 
sector is  total ly misplaced . In the Venezuelan economy 
the pub l ic sector plays a role that cannot be mod if ied 
in the short term ,  and if thi s  sector is  paralyzed,  
the res t of the economy wil l  a l so come to a standstil l . 

The second a rea in which differences  shou ld be 
reduc ed is trade pol icy . Whi l e  in the medium and long 
term Vene zuela needs to inc rea se its nontraditional 
exports ,  the short- term pos s ib i l ities for diversify ing 
exports are quite s l im ,  even taking into account the 
incentives created by the devaluat ion . In  the f ield of 
imports , on the other hand , there i s  a wide margin for 
reduc ing foreign-currency need s ,  since income l eve l s  in 
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previou s years and the overvaluat ion o f  the bol ivar 
c reated consumer patterns tha t encouraged imports . Thi s 
resulted , for exampl e ,  in imports repre senting more than 
2 7  perc ent of the gro s s  national product in 1 9 8 2 .  There 
i s  therefore a wide margin for import sub s titution . As 
previou sly mentioned , the production capac ity s tanding 
idl e could ach ieve th i s  goal in the short term . Thi s  
would con s titute one of the key e l ements f o r  react iva­
tion and cannot , there fore , be subordinated to theoretical 
pos itions regarding trade l ibera l ization . 

A third area in which an understanding of the 
Venezuelan situation is required in order to des ign an 
economics  program i s  prices and wages  pol icy . For many 
years , Venezuela has been a country in which prices have 
been s table .  Between 1 9 5 8  and 1 9 7 8  the average annual 
increase  in the cost of l iving was 4 percent . In the 
pa st four yea rs thi s  average ha s ri sen to 1 5  percent . 
However ,  wage  increa ses  have not kept pace with inf lation . 
Wage negotiations are still  carried out on the bas i s  of  
nominal consumer pric e s  and , with only two exceptions in  
the l a s t  ten  years , no general wage increa ses have been 
granted . Thi s  s itua tion has preva iled despite the fact 
that the country ha s strong trade union organization s 
and en j oys  freedom of contract and c ivil r ights .  

In  the past , real increa ses in income gen�rated by 
economic activity and the low rate of inf lation a l l owed 
an income-price spiral to be avoided . But after three 
years of real decreases in income , any increase in 
prices that is not at l east partially compensated by 
wage increa ses is quite l ikely to produc e changes in the 
attitudes of  the workers . The risk of a wage increas e  
caus ing a conf l ic t  cannot be taken ,  a s  it would destroy 
the peaceful labor relations that have formed one of the 
mo st positive features of Vene zuela ' s  economy and 
democracy and could cause an inflationary spiral that 
wou ld undermine the equi l ibrium of the economic and 
soc ial fabric . 

For th i s  rea son , any economic stab i l i zation program 
in Venezuela should remain flex ible in the treatment of 
wages and prices . The po s s ibil ity should not be pre­
cluded o f  adopting wage pol icies that woul d  incorporate 
control mechani sms appl icabl e  to both wages and price s . 
Thi s  i s  particularly pertinent in the present situation , 
s ince the ef fect o f  the deva luation and the check ing of 
inf lationary pres sures brought about a s  a result of the 
price free z e  ( wh ich lasted more than s ix months )  cou l d  
create a n  unmanageable  situation i n  the ab sence of 
suitable control mechanisms . 

The problems concerning price increa ses and their 
effects on income s must be taken into account in determin­
ing the exchange rate . I t  i s  c l ear that the present 
exchange sys tem cannot be mainta ined . It is  neces sary for 
i t  to be s imp l i f ied and for the number of differential 
exchange rate s and the difference between the offic ial 
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and the free rates to b e  reduced . Here the reactivation 
pol icy can be reconc i l ed with orthodox pol icy without 
any ma j o r  problem . But the extreme must not be reached 
where determining an equ i l ibrium exchange rate could 
provoke uncontrol lable instabi l ity in wage s  and prices . 
For thi s  reason it  i s  nece s sary to either l imit the 
extent of the devaluation or make available  suitable  
tool s for  adj ustment and contro l . 

I t  would seem po s s ible  to des ign a reactivation and 
stab i l ization program tha t  would ensure Vene zuela ' s  
medium-term payment capac ity and that could consequently 
lead to an agreement with its creditors concerning the 
reschedul ing of the debt . The Internationa l Monetary 
Fund ' s support for a program o f  thi s  k ind i s  important 
in that it would facil itate the negotiations and maintain 
the ritual of international f inanc ial relations . But it 
would be lamentable  i f  ma intaining thi s  ritual prevented 
reaching a solution to the probl em of Venzuel a ' s  debt-­
one of the ea siest to solve , s ince it is  the most 
art i f icial  in what has come to be termed the international 
foreign-debt cris i s . 
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APPENDIX 

For many years  Venezuela has been a country with a 
sma l l  foreign debt . Fol l owing the blockade imposed in 
1 9 0 2  by Great B ritain , Germany , and I taly in retal iation 
for the delay in paying outs tanding debts , the govern­
ments of  Venezuela have avoided becoming indebted to 
foreign countries , and public opinion ha s remained par­
t icularly sensitive and averse to international f inance 
commitments . The dictatorsh ip of  General Vicente Gome z , 
who rul ed the country between 1 9 08 and 1 9 3 6 ,  set itself  
the task o f  el iminating the foreign debt . In 1 9 3 0 ,  on 
the occas ion of the centenary of the death of  5 imon 
Bol fvar ,  the general gave the following addres s  to the 
country : " I  bel ieve tha t  the best , most pleas ing and 
enduring g ift  we can offer to h i s  memory i s  to tota lly 
e l iminate the foreign deb t ,  for by thi s  uncommon action 
the nation wil l  achieve new glory and respect . "  Funds 
were mob i l i z ed for thi s  purpose , and from then until  1 9 5 7  
o f f ic ially Venezuel a  had n o  fore ign debt . Thi s  wa s made 
pos s ib l e  by the discovery and exploitation 9f the 
country ' s oil  weal th and the resul tant increase  in its 
foreign reserve s .  

However ,  dur ing the 1 9 5 0 s  the decentral i zed pub l ic­
sector enterprises had begun to acquire debts without 
reg istering them . As a result ,  by January 1 9 5 8  thi s  
debt had reached the f igure of 3 b i l l ion bol ivars , twice 
that o f  'the nation ' s  official debt . 

During the year in which the present period of  
Vene zuelan democracy began , the debts were consol idated . 
But at the same t ime the fl ight of  capital brought about 
by pol i t ical instab i l ity and a fall  in o i l  prices l ed to 
a decrea se  in international reserve s . In the l ight of 
these circumstances  a l oan for U5$ 2 b i l l ion wa s agreed 
upon in 1 9 6 0  with a consortium of  foreign bank s . Thi s  
operation s ign i f ied Vene zuela ' s  return t o  the inter­
national f inanc e markets .  Following that date , " the 
country began a pol icy of complementing its public  saving s 
with foreign resources  to cover both its day-to-day and 
devel opment needs , a process  which wa s encouraged by 
Vene zuel a ' s  permanent solvency resulting f rom its balance 
of payments s ituation . " l Th i s  process  meant a moderate 
increa se in indebtedne s s  up unti l  1 9 7 3 . In  1 9 5 7  
Venezuela ' s  total foreign public  debt wa s U 5 $ 2 3 6  
mi l l ion . In 1 9 6 0  it wa s U5$ 2 9 4  mil l ion ; in 1 9 6 3 , 1 6 1  
mil l ion ; i n  1 9 6 8 , 4 3 7  mill ion ;  and i n  1 9 73 , U5 $ 1 . 2l 2  
b i l l ion ( these data are f rom the Banco Central de 
Vene zuela ) .  

After 1 9 7 4  and the increase in o i l  price s ,  the 
s i tuation changed radical ly . The new foreign earnings 
were too large to be absorbed by the economy , and 
mechanisms such a s  the Vene zuelan Investment Fund were 
c reated to take money out of circulation in order to 
a s s ign it  at  a later date to profitable investment . The 
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increase i n  aggregate demand made i t  neces sary , however ,  
to increase  imports . The economy had acquired new 
dimens ions and very rigorous inves tment pro j ects were 
drawn up to absorb add itional resources . What  held mos t  
sway at  thi s time wa s the conviction , conf irmed b y  the 
forecasts of the international organi zation s ,  that  the 
real price of  o i l  wa s to inc rea se stead i l y .  From 1 9 7 5  
onward investment grew i n  real terms a t  an interannual 
rate of more than 20 percent . By 1 9 7 8 , total inve s tment 
repre sented 4 0  percent of the gro s s  national produc t .  

From 1 9 7 4  onward ,  however ,  o i l  earnings fel l , and 
the government thought it wise to ma intain h igh leve l s  of 
re serves , particularly fol l owing the national ization of 
the o i l  industry in 1 9 7 6 . Thus , it turned to foreign 
credit in order to f inance its large inves tment pro j ects , 
many of which impl ied undividabl e  expenditures .  By thi s  
time , the multil ateral f inanc e agenc ie s , such a s  the 
World Bank , had su spended credit to the oil-export ing 
countries � therefore the latter turned a lmo st exclusively 
to the private international bank s . The tendency to use 
the pr ivate banks rather than the international organi­
zations had ex i sted for several years . Thu s ,  wh i l e  
three-quarters of  the debt contracted i n  1 9 6 5  was granted 
by publ i c  f inance institutions , in 1 9 7 3  thi s  percentage 
had dropped to 3 0  percent . 

The attraction of the o i l  countries for the inter­
national bank s al so meant tha t Venezuela wa s o f fered the 
most advantageou s credit condit ions for almo s t  any 
purpose . The c entral government ' s  di f f icul ties in con­
tro l l ing the debts of the state enterprises  and agenc ie s ,  
wh ich had been growing in previous years , inc reased to 
the extent that by 1 9 7 8  approx imately 3 0  percent of the 
debt con s i sted of short-term loans taken out by these 
inst itution s . The s e  were not reg istered a s  part of the 
publ ic deb t ,  so total publ ic debt f igures for the period 
1 9 7 4 - 1 9 8 2  ( a s  wel l  as those  al ready c ited for 1 9 5 7 -1 9 7 3 ) 
are underestimated . The 1 9 7 4 - 1 9 8 2  f igures on Venezuela ' s  
total foreign public  debt ( a lso from the Banco Central 
de Vene zuela )  a re :  1 9 7 4 , US $ 1 . 0 9 5  bil l ion � 1 9 7 6 , 3 . 2 9 0  
b i l l ion � 1 9 7 8 , 7 . 2 5 3  b i l l ion � 1 9 8 0 ,  9 . 6 5 5  bil l ion � and 
1 9 8 2 ,  1 2 . 1 0 1  b i l l ion . 

The increa se in the debt between 1 9 7 4  and 1 9 7 8 can 
be traced to the Law for the National ization of  the Oil  
I ndu stry by  which bonds for the public  debt were i s sued 
to the value of  US$ 9 1 8  mil l ion � the Law for Inve stment in 
th e Basic Sectors of Produc tion , which represented a 
debt of approx imately US $ 5 . 4  bi l l ion � and the Ref inanc ing 
Law des igned to improve the short- term pos ition of the 
state institutions . 

F ifty- two percent of the registered debt for 1 9 7 4 -
1 9 8 2  matured i n  the f ive yea rs between 1 9 7 9  and 1 9 8 3 . 
To thi s  should be added the short- term debt for which 
rel iabl e f igures  are not ava ilable and whose total has 
been the sub j ect of controversy . Estimates reveal its 
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total to b e  at l east  2 3  b il l ion bol ivars but do not g ive 
a breakdown for the foreign and the internal debt . I f  
the same percentage i s  u sed for the fore ign debt a s  for 
the reg istered debt , thi s  g ive s a short-term foreign 
debt of U5 $ 3 . 7  b il l ion , to whi ch can be added a s imilar 
sum for l iabil ities outside the publ ic-f inance sector . 

By the close o f  1 9 8 2 ,  according to Vene zuelan 
calcula tions made for the renegotiation talks , the total 
foreign debt wa s running a t  U5$ 2 6 . 6 9 0  b i l l ion . Thi s  
tota l , wh ich included debt o f  s tate enterprises  and f inance 
bodies , wa s made up of U5$ 1 3 . 9 9 2  b i l l ion in reg i stered 
medium- and l ong- term debt and US$ 1 2 . 6 9 8  bil l ion in 
short-term debt and foreign l iabi l i t ies of the pub l ic­
f inance sector . Thi s  i s  in marked contra st to the 
previous f igure of US $ 1 2 . 1 01 b i l l ion in reg istered debt 
for 1 9 8 2 .  The unu sua l increase in the indebtedness  o f  the 
pub l i c  sector ' s  f inanc e institut ion s wa s due to the u s e  
o f  short- term fore ign credit t o  bridge operating def ic i t s  
and t o  f inance long- term inves tment . To the short-term 
debt of state agenc ies shoul d  be added the private 
sector ' s  foreign debt . According to RECAD I , that total 
l ies  somewhere between U S $ 8 and 9 b i l l ion and ma inly 
cons ists  of short- term debt . 

NOTES 

1 .  Vene zuelan Investment Fund , Evolution of the 
Pub l i c  Debt in Venezuela , Caraca s , 1 9 7 9 . 
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The External Debt, 
F inancial L iberal ization, 
and Cris is in Chi le 

Ricardo Ffrench-Davis 

Most Latin Amer ican countries are fac ing a dramatic 
prob l em of external indebtednes s . The sharp deteriora­
tion in international markets reg i stered s ince 1 9 8 1  ha s 
a f f ected the developing nations with unusual severity ; 
the drop in export pric es and dif f icul ties of access  to 
the markets o f  indu stria l i z ed countrie s ,  the rise  in 
intere st rate s ,  and the sharp reduction in the new inf l ow 
of capital have all j oined together to g ive rise  to the 
b iggest external shock in the last hal f  century . 

Al though general i z ed ,  the effects of the external 
shock on the economies of the debtor nations di splay 
cons iderable variety ,  which i s  due to the diverse bargain­
ing powers of  the countrie s ,  the different speeds and 
magnitude s of each country ' s  indebtednes s  proc es s ,  and 
the development and indebtedness  s trateg ies adopted by 
them . The l atter was a l so a determining factor in the 
l evel o f  development that each country had reached when 
it was hit by the external cris is . In  other words , 
there are nations whose economies  s tagnated or even 
contracted dur ing the la s t  decade , yet there a re others 
that grew vigorou sly by u s ing for thi s  purpose the 
abundant externa l credit ava i lable  to them on inter­
national ma rkets . 

During the last  decade the Ch i lean economy ha s under­
gone changes of overwhelming importanc e .  After the 1 9 73 
coup d ' eta t ,  an orthodox monetarist economic model wa s 
imposed tha t  progres s ively l iberated var ious markets , 
transferred publ ic enterprises to private hand s ,  and 
systematically did away with the capacity of the state to 
regulate economic activity . In the area of  international 
economic relations , an import l ibera l i zation process  wa s 
carried out that suppre ssed selectivity in trade pol icy , 
el iminated paratarif f restric t ion s ,  and e stab l i shed a 
uniform tariff  of 1 0  percent for almost a l l  imports . 
Th i s  open ing-up proc e s s  in trade was accompanied by a 
s imilarly unre stricted opening-up process  vis-a-vis 
fore ign inve stment and by the reduction of restrictions 
on the pu rchase and sale of foreign currency and capital 

3 4 8  
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movements . 
Within the context of the innumerable  changes  that  

have taken place  in recent years , it is dif f icult to 
s ing le out the effects of a particular area of economic 
pol icy . Th i s  study concentrates , however ,  on the external 
debt of  Chil e . B ecause  of the intimate relation thi s  
had with the operation o f  the dome stic capital market and 
the balance-of-payments policy , the ma in f eatures and 
resul ts regi s tered in these two area s wil l be set forth 
here , too . 

As  ha s been shown in other s tudies , the Chi l ean 
economy reg i stered a very unsatisfactory performance 
during the period 1 9 7 3 - 19 8 2 . 1 At the same time , a 
spectacular process  of concentra tion of  income and weal th 
took place . 2 The total failure of the experiment carried 
out in these years i s  a s sociated to a signif icant extent , 
albeit not exclusively , with the trade and f inanc ing 
pol ic ies  imposed in the period in que stion . The way 
these pol icies  were appl ied made it pos s ible  for the 
external debt to grow very rapidly in the most recent 
years . At the same time , ins tead of supporting domestic 
capital formation , thi s  increase in debt discouraged it . 
Th i s  resul ted f rom f ive important cau ses : the rapid and 
indiscriminate l ibera l ization of imports ( espec ially of 
consumer goods ) , the lag in adj u s tment of  the nominal 
exchange rate , the pers i s tence of high real interest 
rates  on the dome stic market , the ab solute freedom g iven 
to the market forces  to dec ide on the use made of fund s  
of  both domestic and external origin , and the diff iculty 
in identifying the , market comparative advantages or 
f inding a ttractive opportunities for productive inves tment 
in the context of the market condition s determined by the 
appl ica tion of an orthodox monetarist  model . 

F inal ly , a h igh l evel of vulnerabi l ity of the nationa l 
economy wa s generated . Thus , in view of  the pas s ive and 
neutral domestic pol icies pursued , the economy had no 
weapons to deal with changes orig inating in the exterio r . 
Furthermore , the rapid indebtedness and the magnitude of  
the def ic it on current account could obviou sly not be 
mainta ined in the medium term ,  even if the international 
f inanc ial c r i s i s  had not occurred . Consequently , the 
external sector wa s placed on a cours.e that  would 
inevitably call for a trauma t ic adjustment proc e s s . The 
seriou snes s  of  th i s  s i tuation wa s accentuated , of course , 
by the fact that during thi s  ten-year period the national 
production base and capac ity for adjustment were actually 
weakened rather than devel oped . Thu s ,  for example , 
the value added by Ch ilean manufacturing in 1 9 8 2  was 1 6  
percent l e s s  than in 1 9 7 3 : a flagrant contras t  with the 
developing countries a s  a whol e ,  wh ich ra ised their 
production over the same per iod by 5 0  percent . 

The first  section of th i s  chapter sets forth the 
ma in fea tures of the f inanc ial opening-up proc e s s  and 
g ives brief details  of the off ic ial conceptual framework , 
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the pol icies adopted ,  and the evolution o f  capital move­
ments and the external debt;  special attention is  g iven 
to bank loans and the behavior of the capital f l ows 
received by pr ivate debtors . In the second section , 
the macroeconomic impact of the external indebtedness  i s  
examined ( e specially the way in which it affected monetary 
and exchange- rate pol icies ) , the global adjustment 
proce sses  to which it gave rise  are analyzed,  and the 
evolution of interest  rates- -e specially the per s i s tent 
gap between dome stic and external interest rates-- i s  
s tudied . A n  examination i s  made i n  the th ird section of 
the variou s sources  of externa l vulnerab il ity to which 
Ch i l e  has been exposed a s  a re sult of the f inanc ial 
opennes s .  I argue i n  contradiction to the orthodox 
monetarist approach that the probl ems that  arose were 
concentrated in the private- sector segment of the deb t ,  
a n d  I attempt t o  expla in why the ma s s ive inflow of 
f inanc ial capita l , a s  wel l  a s  be ing accompanied by a 
reduc tion in nationa l  saving , was a s sociated with a 
decl ine in the rate of capital formation . The section 
ends with a brief descr iption of the main f ea tures of 
the external  f inanc ial situation and the renegotia tion 
process  faced by Chi l e  in 1 9 8 3 . F inal ly , the last  
section conta ins a brief recapitulation of the l e s sons 
provided by the orthodox monetarist experiment in the 
f ield of  f inanc ial relations and fore ign debt . 

FINANC IAL OPENNESS AND EXTERNAL INDEBTEDNES S  

The o f f ic ial  pol icy postulated an unrestricted 
opening up to capital movements and the ind i scriminate 
l ibera l i zation of the domestic f inanc ial market . In 
thi s  section I set forth the conceptual f ramework on 
wh ich the f inanc ial opening up wa s based , then examine 
the way in wh ich the princ ipl es  in question were appl ied 
and f ina l l y  analy ze  the quantitative deta i l s  of  the 
volume and compo sition of capital movements and external 
indebtedness . 

The Conceptua l F ramework of the Experiment 

There are of course some very soph i s ticated orthodox 
monetarist  vers ions of  how th e l ibera l i z ation of capital 
markets should work and of its  effects a s  compared with 
those of  the so-cal l ed f inancial repre s s s ion . The 
es sentia l a spects  of the o f f ic ial vers ion can be 
conveyed by a very s imple  scheme , however . 

The l iberal iza tion o f  the dome stic f inanc ial market 
and the opening up to capita l movement s sought to in­
c rea se saving f rom both domes t ic and external sources 
and to improve the all ocation of credit resources . In 
re spon se , it wa s expected that there would be an inc rea se 



in the volume of inve stment and in its effic iency that 
would provide the ba s i s  for vigorou s economic growth . 

3 5 1 

I n  s impl e  terms , the conceptual framework may be 
described with the a id of  F igure 1 3 . 1 .  Curves 0 and D 
show the supply of  and demand for l endabl e  funds pre-­
va il ing in the market , identif ied with saving and 
inves tment , respectively . To begin with , there had 
preva i l ed what i s  c a l l ed in the j a rgon of  monetarism a 
s ituation of f inanc ia l repre s s ion , in the sense that  
there were restrictions regarding the organi z ation of new 
banks and the operations they cou l d  carry out . Aga ins t  
th i s  background , the authorities f ixed a n  interes t  rate 
( rc )  l ower than the equil ibrium rate for a c losed 
economy ( re )  and a l so less than that of an open economy 
( rf < r e ) . �hi s  gives a volume of saving s Vc , and demand 
is-rationed to the same l evel ( for  the sake of s imp l i c i ty 
i t  i s  a s sumed tha t  initially there was no net inf l ow of 
f oreign c apital ) .  The volume of saving and inve stment 
(Vc ) is l e s s  than tha t  in a closed market situation with 
a-rree rate , wh ich would be Ve ; at  the same time , some 
unpro f itab l e  inves tments are-made , s ince the ration ing 
means tha t  not al l of the mos t  e f f ic ient investments are 
made . Thu s , some inves tments would be made that  even had 
returns equal to rc , whe rea s others with a higher yield 
woul d  rema in without f inanc ing ( inevitab l y ,  in some the 
return woul d  be greater than re , sinc e  the tota l inves t­
ment would not exc eed Vc ) . 

F igure 1 3 . 1  Conventiona l Conceptual Framework of the 
L ibera l i za t ion of Cap i tal Ma rkets 
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The domestic f inanc ia l reform would permit r to rise  
to  its  equ il ibrium l evel and would g ive savers more 
a l ternative s for investing thei r  funds . Thank s to the 
greater variety of a l ternat ive option s ,  there would be a 
greater supply ( 01 ,  l ocated to the r ight of 0 ) , which 
woul d  d i splace in particular " inves tment" in-" non­
productive " a ssets . At the same time , the opening up of 
f inance to the exterior would permit the entry of foreign 
capital to suppl ement the funds ava ilable  for investment . 
With the f ree movement of capital , a volume of invest­
ment Va >Ve would be reached , and the dome stic intere st 
rate WOul d  become equal to rf . 

The exchange-rate pol icy adopted i s  a determining 
factor in the results obta ined . In order for interest 
rates to be equa l , there must be no expectations of 
variat ion in the real rate of  exchange ( deflated by net 
inf lation) . F irst  of al l ,  th i s  was sought through a 
pol icy of  minidevaluation s . Subsequently , an attempt 
was made with a f ixed exchange rate . O f f ic ial  pol icy 
a s sumed tha t ,  in a free trade reg ime such a s  wa s a lready 
in operation in 1 9 7 9 , with a f i scal budget that reg is­
tered a surplus and an exchange rate close  to the 
" equil ibrium level , "  f ree z ing o f  the nominal exchange 
rate would rapidly prevent dome stic inf lation from 
exceeding external inf lation . Thus , the exchange rate 
would become the main instrument for stab i l i z ing the level 
of  domestic price s . 3 The authorities thus forma l l y  
adopted the mo st extreme type of monetarism :  that i s  to 
say , the monetary approach to the balance of payments , 
with its corollary of  a f ixed exchange rate and neutral 
monetary pol icy . 

The di screpanc ies between o f f i c ia l  th ink ing and 
rea l i ty were very marked .  The volume s of national saving 
and capita l  formation were l e s s  than Vc : That is to say , 
instead of growing , they went down markedly . The dome stic 
interest rate stood at unexpectedly high l eve l s  and wa s 
spectacularly h igher than the external rate . F ix ing of 
the nomina l exchange rate l ed to a s ignif icant loss of 
purchasing power . Private indebtedne s s  grew out of  a l l  
proportion , encouraged b y  borrowers ' a s sumption that i t s  
rea l c o s t  would rema in l ow and that there would continue 
to be ea sy access to credit in the future . F inally , the 
exc e s s ive indebtedne s s ,  with the corre spondingly h igher 
service co sts , weakened the sys tem of produc tion and the 
payment s  capac ity instead of proportionately strengthen­
ing them. The intensity of these  discrepanc ies  contrib­
uted to the genera l failure of the model imposed dur ing 
the 1 9 7 0s in Ch il e .  

The New Institutional Framework 

In the period under con s ideration , � three sub­
periods may be distingui shed as regards the appl ication 
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o f  these f inanc ial pol ic ies . The f irst ran from 1 9 7 3  to 
1 9 7 5 .  Dur ing tha t  per iod there were no substantia l 
changes in the dome stic f inanc ial system .  Var ious 
measure s taken to encourage foreign inve stment and 
external credits had l ittl e effect , in the sen se tha t 
the net flows were not s ignif icant . The second period 
began in 1 9 7 5 , with the drastic reform of the dome stic 
f inanc ial system and the trans fer of  mo st of  the c ommer­
c ial bank s to private ownership . The appl ication of  
the princ ipl e s  in question a s  regards external  f inanc ing 
was gradua l , however . The evolution that took place in 
thi s  a spect wa s in contra st to the speedy opening up 
to the exterior as regards trade , an opening that was 
still  expanding . In  the following years , however , the re 
wa s a heavy inf low of capita l , which grew rapidly between 
1 9 7 6  and 1 9 8 1 . The determining factors of thi s  f l ow were 
the abundance of funds availab l e  on the international 
market ,  the low initial bank debt , the " image of  c redit­
worthine s s "  tha t  Chi l e  managed to pro j ec t ,  and the 
ab sence of  domestic and external restrictions regarding 
the use of the funds . In  the last  part of the period , 
from the end of  1 9 8 1  onward , even though the l ibera l i za­
tion of capita l  inflows wa s intensif ied stil l further , 
the net flows shrank dra stica lly , both a s  a re sul t of the 
emergence of  the international f inanc ial cris i s  and of  
the tardy recognition by the international banking sys tem 
of the overindebtedness  incurred by Chi l e . 

The main reason for the l imitation s on the s i z e  and 
periods o f  the capital movements i s  to be found in the 
a im of  ensur ing control over the money supply , which for 
several years played the princ ipal rol e  in the anti­
inflation pol icy . I t  wa s cons idered tha t ,  in view of 
the big dif ferences that had ex i sted between the domes tic 
and external interest rate s , "a  drastic l ibera l i zation 
of  the capital account would a ttract credit in such 
volume tha t  thi s  woul d  hold up the stab i l i zation program. 
For thi s  reason ,  a gradua l l ibera l i z ation process  wa s 
preferred . li S The offic ial declarations a lways  ins i s ted 
on the temporary nature of  the restrictions imposed ,  
however . Indeed , with the pa s sage o f  time , the movement 
o f  capital was l iberal i zed through inc reases  in the 
maximum amounts of indebtedne s s  and the el imination o f  
restrictions or the ir replacement with more f l ex ib l e  
control s .  

In 1 9 8 1 ,  the year in which the net use  of fore ign 
capital came to 21 percent of the GOP , the entry of 
f inanc ial c redits ( under Artic l e  1 4  of the law on inter­
na tional exchange opera tion s ) wa s sub j ect to a minimum 
stay in the country of twenty-four months and the 
compul sory depo sit of a percentage of the credit ( 1 0  
o r  1 5  percent , depending on the term) in the case of 
operations for l e s s  than s ix ty - s ix month s . There were no 
spec ial restriction s  on the volume of credit that the 
bank s could procure abroad and grant in the form of 
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foreign-currency loans i n  Chile , but there was s t i l l  a 
l imit on the security that cou ld be provided . During 
1 9 8 2 , in the midst of the internal crisis  o f  the Chilean 
economy , the minimum term of  twenty- four months for 
credits was e l iminated and the compul sory deposit  wa s 
set at 5 percent o f  the external loan , which was a rate 
s imi lar to the reserves demanded in respect of  dome stic 
bank deposits . 

The capital movements have been inf luenced by the 
conditions in which the f inanc ial institutions have 
operated . At the end of 1 9 7 3 , the commercial banks  were 
most ly in the hands of the state , as  a result of the 
process  of nationa l i z ation of the banking system pro­
moted by the previous government . During 1 9 7 5 , most of  
the bank s were offered for sale and returned to the private 
sector . Together with the freeing of  interest rates in 
Apri l  o f  that year , wide fac i l ities were a l so given for 
the setting o f  readj ustment conditions (monetary correc­
tions ) in respect o f  operations for more than ninety days 
and for the payment o f  interest on short-term deposits . 
Furthermore , the regulations regarding contro l of  the 
amount of credit in national currency , which had mainly 
been aimed at channel i ng credit to production rather 
than consumption , were eliminated , and both the authorized 
operations and their  conditions were made the same for the 
different types of financ ial institutions . 

Changes in the regulation o f  foreign banks were a l so 
inc luded within thi s  trend toward uniform treatment . The 
activities of foreign banks had been restricted during 
the government s of Pres idents Frei and Allende , and they 
did not begin to return to the market unti l  December 
1 9 7 4 , when the restrictions prohibiting their operation 
in the country were l i fted . 

F inancial Capital Movements and I ndebtedne s s ,  Volume , 
Origin , and Dest ination 

Capital movements grew rapidly from 1 9 7 7  onward . 
Even though after that date the Chilean external sector 
registered a large and growing current account def icit , 
the net inf low of  capital wa s suf f icient to permit s ig­
nif icant accumulation of international reserves unti l  
1 9 8 1 . The larger f low took place aga inst the background 
of  big expans ion of the external sector , especially of 
imports of nonessential consumer goods . The capital 
movements were overwhelmingly concentrated in credits to 
the private sector without any state guarantee , l e s s  than 
2 0  percent of  the inflow being accounted for by direct 
foreign investment and loans to the public sector . 

Table 1 3 . 1  shows the evo lut ion of  various indicator s 
o f  annual capital movements . The flows , expressed in money 
of constant purchas ing power , increased very markedly in 
the second hal f  of the 1 9 7 0 s  ( co lumns 1 and 2 ) . They 



T
a

b
l

e
 

1
3

.
1 

C
h

i
l

e
: 

A
n

n
u

a
l

 
D

e
f

i
c

i
t

 
o

n
 

C
u

r
r

e
n

t
 

A
c

c
o

u
n

t
 

a
n

d
 

C
a

p
i

t
a

l
 

M
o

v
e

m
e

n
t

s
 

(m
i

l
l

i
o

n
s

 
o

f
 

1
9

7
7

 
u

.
s

. 
d

o
l

l
a

r
s

) 

Y
e

a
r

 

1
9

7
0

 
1

9
7

1 
1

9
7

2 
1

9
7

3
 

1
9

7
4

 

B
a

l
a

n
c

e
 

o
n

 
C

u
r

r
e

n
t

 
A

c
c

o
u

n
t

 

(1
) 

-
1

6
6

 
-

3
6

7
 

-
6

9
0

 
-

4
4

1
 

-
2

5
6

 
1

9
7

5
 

-
5

3
4

 
1

9
7

6
 

1
6

0
 

1
9

7
7

 
-

5
5

1
 

1
9

7
8

 
-

9
6

5
 

1
9

7
9

 
-

9
3

3
 

1
9

8
0

 
-

1
,

3
8

2
 

1
9

8
1

 
-

3
,

3
4

8
 

1
9

8
2

 
-

1
,

6
9

3
 

C
r

o
s

s
 

I
n

f
l

o
w

 
o

f
 

C
r

e
d

i
t

s
 

(2
) 

9
4

1
 

7
7

2
 

1
,

3
0

2
 

1
,

1
0

6
 

1
,

0
6

4
 

1
,

1
0

9
 

1
,

0
8

6
 

1
,

3
9

0
 

2
,

5
5

9
 

2
,6

9
1

 
3

,
2

7
0

 
4

,6
4

0
 

2
,

2
3

8
 

E
x

t
e

r
n

a
l 

F
i

n
a

n
c

i
n

g
 

o
f

 

I
n

v
e

s
t

m
e

n
t

s
 

('Is
) 

(3
) 

6
.8

 
1

5
.

5
 

3
6

.4
 

2
4

.
7

 
1

2
.

0
 

3
2

.
5

 
-

1
1

.4
 

3
4

.
1

 
5

0
.

9
 

4
2

.
2

 
5

1
.

2
 

1
0

8
.

1 
8

7
.

2 

E
x

t
e

r
n

a
l 

F
i

n
a

n
c

i
n

g
 

E
x

p
o

r
t

 
D

e
b

t
-

S
e

r
v

i
c

i
n

g
 

o
f

 
D

o
m

e
s

t
i

c
 

D
e

f
i

c
i

t
 

C
o

e
f

f
i

c
i

e
n

t
 

E
x

p
e

n
d

i
t

u
r

e
 

('Is
) 

('Is
) 

('Is
) 

(4
) 

( 5
)  

(6
) 

1
.4

 
6

.5
 

2
7

.0
 

2
.

8
 

1
6

.
9

 
3

8
.4

 
5

.4
 

4
0

.
0

 
2

7
.9

 
3

.
6

 
2

0
.

7
 

2
5

.
4

 
2

.
1

 
8

.
9

 
3

5
.

1
 

5
.

0
 

2
9

.
3

 
5

5
.6

 
-

1
.4

 
-

6
.

5
 

5
2

.
7

 
4

.6
 

2
2

.
5

 
5

2
.8

 
7

.4
 

3
8

.
5

 
5

8
.

3 
6

.6
 

2
7

.
3

 
5

0
.8

 
9

.0
 

3
6

.8
 

4
7

.
7

 
2

0
.

7
 

1
0

3
.

2
 

7
0

.8
 

1
2

.
2

 
5

3
.

4
 

8
8

.
5

 
N

o
t

e
: 

A
l

l
 

t
h

e
 

n
o

m
i

n
a

l
 

f
i

g
u

r
e

s
 

i
n

 
u

.S
. 

d
o

l
l

a
r

s
 

w
e

r
e

 
d

e
f

l
a

t
e

d
 

b
y

 
t

h
e

 
E

x
t

e
r

n
a

l
 

P
r

i
c

e
 

I
n

d
e

x
 

(R
. 

F
f

r
e

n
c

h
-

D
a

v
i

s
, 

�
i

c
e

 
d

e
 

P
r

e
c

i
o

s
 

E
x

t
e

r
n

o
s

 
p

a
r

a
 

C
a

l
c

u
l

a
r

 
e

l
 V

a
l

o
r

 
R

e
a

l
 

d
e

l
 

C
o

m
e

r
c

i
o

 
I

n
t

e
r

n
a

c
i

o
n

a
l

 
d

e
 C

h
i

l
e

, 
1

9
5

2
-

8
0

,
"

 
N

o
t

a
s

 
T

e
c

n
i

c
a

s
 

n
o

. 
3

2
 

[S
a

n
t

i
a

g
o

: 
C

I
E

P
L

A
N

, 
1

9
8

1
]

) 
i

n
 

o
r

d
e

r
 

t
o

 
c

o
n

v
e

r
t

 
t

h
e

m
 

i
n

t
o

 
f

i
gu

r
e

s
 

a
t

 
1

9
7

7
 

p
r

i
c

e
s

. 
C

o
l

u
mn

 
( 3

) 
m

e
a

s
u

r
e

s
 

t
h

e
 

p
e

r
c

e
n

t
a

g
e

 
r

e
l

a
t

i
o

n
s

h
i

p
 

b
e

t
w

e
e

n
 

t
h

e
 

d
e

f
i

c
i

t
 

o
n

 
c

u
r

r
e

n
t

 
a

c
c

o
u

n
t

 
a

n
d

 
g

r
o

s
s

 
f

i
x

e
d

 
c

a
p

i
t

a
l

 
f

o
r

m
a

t
i

o
n

; 
c

o
l

u
mn

 
(4

) 
i

n
d

i
c

a
t

e
s

 
t

h
e

 
r

e
l

a
t

i
o

n
s

h
i

p
 

b
e

t
w

e
e

n
 

t
h

e
 

d
e

f
i

c
i

t
 

o
n

 
c

u
r

r
e

n
t

 
a

c
c

o
u

n
t

 
a

n
d

 
t

h
e

 
g

r
o

s
s

 
d

o
m

e
s

t
i

c
 

p
r

o
d

u
c

t
; 

c
o

l
u

mn
 

(5
) 

i
s

 
t

h
e

 
r

e
l

a
t

i
o

n
 

b
e

t
w

e
e

n
 

t
h

e
 

d
e

f
i

c
i

t
 

o
n

 
c

u
r

r
e

n
t

 
a

c
c

o
u

n
t

 
a

n
d

 
e

x
p

o
r

t
s

 
o

f
 

n
o

n
f

i
n

a
n

c
i

a
l

 
g

o
o

d
s

 
a

n
d

 
s

e
r

v
i

c
e

s
; 

c
o

l
u

mn
 

(6
) 

i
s

 
t

h
e

 
q

u
o

t
i

e
n

t
 

o
f

 
t

h
e

 
g

r
o

s
s

 
o

u
t

f
l

o
w

 
p

l
u

s
 

n
e

t
 

i
n

t
e

r
e

s
t

 
p

a
y

m
e

n
t

s
 

a
n

d
 

t
o

t
a

l
 

e
x

p
o

r
t

s
 

o
f

 
n

o
n

f
i

n
a

n
c

i
a

l
 

g
o

o
d

s
 

a
n

d
 

s
e

r
v

i
c

e
s

. 
F

o
r

 
t

h
e

 
c

o
n

v
e

r
s

i
o

n
 

i
n

t
o

 
u

.
S

. 
d

o
l

l
a

r
s

 
o

f
 

t
h

e
 

f
i

g
u

r
e

s
 

f
o

r
 

G
D

P
 

a
n

d
 

i
n

v
e

s
t

m
e

n
t

, 
w

h
i

c
h

 
w

e
r

e
 

o
r

i
g

i
n

a
l

l
y

 
g

i
v

e
n

 
i

n
 

1
9

7
7

 
p

e
s

o
s

, 
t

h
e

 
a

v
e

r
a

g
e

 
r

e
a

l 
e

x
c

h
a

n
g

e
 

r
a

t
e

 
f

o
r

 
t

h
e

 
t

h
r

e
e

-
y

e
a

r
 

p
e

r
i

o
d

 
1

9
7

6
-

1
9

7
8

 
w

a
s

 
u

s
e

d
, 

e
x

p
r

e
s

s
e

d
 

i
n

 
1

9
7

7
 

p
e

s
o

s
 

p
e

r
 

u
.S

. 
d

o
l

l
a

r
 

o
f

 
t

h
e

 
s

a
m

e
 

y
e

a
r

. 

S
o

u
r

c
e

: 
C

a
l

c
u

l
a

t
e

d
 

o
n

 
t

h
e

 
b

a
s

i
s

 
o

f
 

B
a

n
c

o
 

C
e

n
t

r
a

l
 

d
e

 
C

h
i

l
e

, 
B

a
l

a
n

z
a

 
d

e
 

P
a

g
o

s
, 

D
e

u
d

a
 

E
x

t
e

r
n

a
 

d
e

 
C

h
i

l
e

, 
a

n
d

 
C

u
e

n
t

a
s

 
N

a
c

i
o

n
a

l
e

s
 

N
u

e
v

a
s

. 
W

 
tn

 
tn

 



3 5 6  

also grew a s  a proportion o f  various domestic variables . 
Thus columns 3 and 4 show that the capital movement s 
markedly increased a s  a proportion o f  gross  domestic 
investment and o f  the GOP . Thi s  was partly a result of 
the relative stagnation o f  the latter two variables dur­
ing the 1 9 7 0 s . External savings ( de f icit  on current 
account ) and the servic ing of  capital a l so grew , with 
some ups and downs , in relation to exports ( columns 5 and 
6 ) , in spite of  the dynamic growth of the latter in the 
early years of the orthodox monetari st experiment . The 
total debt servicing amounted in 1 9 8 1  to 71 percent o f  
exports of  good s and services , and in 1 9 8 2  it  rose to 
8 8  percent : that is  to say , three t ime s the servic ing 
coefficient of the years 1 9 7 0- 1 9 7 4 . I n  short , various 
quantitative data show that from 1 9 7 7  onward , capital 
movements assumed a rapidly growing relative weight in 
the Chil ean economy . The coe f f ic ient s reflect ing their 
incidence show a debt- servic ing burden substantially 
greater than for Latin America as  a whol e  in the 1 9 7 0 s . 6 

Debt-related transactions ( a s  ref lected by the 
volume of gro s s  transactions and amorti z ation payment s )  
increased faster than the net capital f l ows , s ince the 
terms of the external credits grew shorter . Thi s  was a 
direct consequence of the increa sed share accounted for 
by debts with private creditor bank s ( see Table  1 3 . 2 ) , 
which operate with shorter maturities . The magnitude 
reached by capital movements is re f lected by the fact 
that in the two-year period 1 9 8 0- 1 9 8 1 , the gro s s  inf low 
o f  credits was equiva lent to 2 5  percent of  the GOP . 

During the period under analys i s , s igni f icant 
changes took place as regards the agents ( creditors and 
debtors )  partic ipating in movements of capital . I n  
regard t o  creditors , in 1 9 8 1  over 8 0  percent of  the 
external debt was with bank s and f inanc ial institutions , 
which had accounted for only 1 9  percent of it at the end 
of 1 9 7 4  ( Tabl e  1 3 . 2 ) . Thi s  increa sed participation by 
private lenders in the origin of funds wa s reflected in 
a dec l ine in the nominal amount of  the debt with 
official  bodie s . Thi s  reass ignment of  borrowing wa s 
partly the result of greater use  of an external supply 
of bank funds , wh ich had previously been relatively 
l ittle used by Chi l e  a s  compared with other semi indus­
tria l i z ed countries . Before 1 9 7 7 , Ch i l e  had had l e s s  
recourse than the r e s t  of  the Latin American countries 
to the international bank ing system . From then on , 
however , i t  rapidly caught up and ( according to the 
Bank for I nternational Settlements data ) became one of 
the principal debtors with the private international 
capital market among the non-oil- exporting developing 
countries , moving up from eleventh place in 1 9 7 6  to f i fth 
place in 1 9 8 1 . Within the Latin American context , 
Chi l e ' s  per capita bank debt in 1 9 8 2  came to over 
US $ l , O O O ,  compared with a regional average of US$ 6 0 0  
and only about US $ 5 0 0  i n  the case o f  Bra z i l . 7 
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Tab le 1 3 . 2  Chi le : Total External Debt and Debt with Private 
Financial Institutions 

Total Debt Financial Institutions 
Year (mi l lions of US$ ) (mi l l ions of US $ )  Share in total 

1974 4 , 7 7 6  9 2 3  1 9 . 3 
1975  5 , 45 3  1 , 3 5 2  2 4 . 8 
1976 5 , 392 1 , 506 2 7 . 9  
1977  5 , 76 3  2 , 144  3 7 . 2  
1978 7 , 15 3  3 , 7 2 3  5 2 . 0  
1979 8 , 790 5 , 885 6 7 . 0  
1980 11 , 3 3 1  8 , 5 7 9  7 5 . 7  
1981 1 5 , 706 1 3 , 169 8 3 . 8  
1982 17 , 2 6 3  14 , 986 86 . 8  

Source : Banco Central , Deuda Externa de Chile , 1 98 2 , tables 1 ,  3 ,  
and 1 1 ; R .  F french-Davis and J .  P .  Are l lano , " Apertura Financiera 
Externa : La Experiencia Chi lena en 197 3-80 , "  Coleccion Estudios 
CIEPLAN 5 ,  198 1 ,  table 7 .  The total debt refers to the current 
disbursed balance . In addition to the traditional debt , it 
inc ludes national currency liabi lities , liabi lities with the IMF , 
and short-term international liabi lities of the monetary sys tem . 
From 1 9 7 5  onward , it inc ludes short-term debts contracted by 
sectors other than the monetary system , with the exception of 
direct foreign-trade operations . 

( % ) 

Furthermore , Chi l e ' S  bank debt grew at the rate of 5 7  
percent per year between 1 9 7 7  and 1 9 8 1 ,  compared with an 
average of 28 percent for the developing countries a s  a 
who l e . 

As regards debtors ,  the inf low of  credits for the 
private sector showed marked growth 1 in the public sector 
debt-amorti zation payments predominated . Thu s , after 
1 9 7 5  the growing net inf low of capital was received 
mostly by the private sector . Thi s  situation was in 
l ine with a del iberate po l icy of  the government , as part 
of  its program of reducing state partic ipation . Thi s  was 
fac i l itated by the change that took place in inter­
national markets : the loss of  weight on the part of 
o f f ic ia l  f inance institutions , which operated mo stly 
with government bodies , and the vigorous emergence o f  the 
private international capital market s , which offer 
access  to both publ ic and private debtors .  

This evolution , described so far in terms o f  annual 
flows of  resources ,  i s  a l so ref lected in the external 
debt balances . Table 1 3 . 3  shows the compos ition o f  the 
gro s s  and net debt ( gros s  debt l e s s  reserves ) ,  by pr imary 
borrowers . I t  wil l  be seen that the private sector 
( including the commercial banking system) increased its 
share a s  gross  debtor from 1 9  percent in 1 9 7 3  to 7 3  per­
cent in 1 9 8 2 . 

I n  addition , the l evel of the international reserves 
rose steadily up to 1 9 8 1 . This has impl ications for the 
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Table 13 . 3  Chile : External Debt , by Borrowers (mi l l ions of 
u . s .  dol l ars ) 

Year 

Gross Debt 
Public Private 
Sector Sector 

( 1 )  ( 2 )  

Net Debt 
Public 
Sector 

( 3 )  

Private 
Sector 

( 4 )  

Private- Sector 
Share in Net 

Debt ( 'is )  
( 5 )  

1973  3 , 2 7 6  786 3 , 063  7 16 18 . 9  
1974 3 , 897 879 3 , 709  7 7 3  17 . 2  
1 9 7 5  4 , 4 2 6  1 , 0 2 7  4 , 2 5 2  9 3 1  18 . 0  
1976 4 , 2 5 2  1 , 140 3 , 7 18 1 , 016 21 . 5  
1977  4 , 3 1 9  1 , 444 3 , 763 1 , 3 3 9  26 . 2  
1978 4 , 858 2 , 295  3 , 648 2 , 147  3 7 . 0  
1979 5 , 018 3 , 7 7 2  2 , 88 2  3 , 05 3  5 4 . 9  
1980 4 , 90 5  6 , 4 2 6  1 , 569 5 , 986 79 . 2  
1981 5 , 14 5  10 , 561  1 , 878 9 , 7 6 1  83 . 9  
1982 5 , 892 1 1 , 3 7 1  3 , 866 1 0 , 586 7 3 . 2  
Note : Column ( 1 )  excludes state-guaranteed private debt and external 
debt contracted by the Banco de l Estado de Chi l e ;  co lumn ( 2 )  includes 
state-guaranteed private debt and debt contracted by the Banco del 
Estado de Chi le ; columns ( 3 )  and ( 4 )  represent the gross debt less 
the international reserves of the Banco Central and of the financial 
system , respectively . For the purpose of measuring reserves , 
holdings of gold were valued at the constant real price of 
US$ 4 2 . 2 2 2  per ounce of fine go ld , base 1977 . 

Source : International Monetary Fund , International Financ ial 
�tics Yearbook , 1 98 2 , and May 1 983 ; Banco Centra l ,  Bo1etin 
Mensual ( May 1 98 3 ) , Deuda Externa de Chi le ( 1979 and 198 2 ) , and 
Indicadores Economicos y Socia1es ( 1960- 1982 ) ;  DIPRES , Exposicion 
Sobre e1 Estado de 1a Hacienda PUb l i c a ,  October 198 2 . 

ef fects cau sed by the external indebtedness  of domestic 
purchasing power . When foreign credit has a s  its counter­
part a bigger current account deficit ( corresponding , 
for example , to a s imilar increa se in import s ) , the 
recipient of the credit increases purcha s ing power with­
out a direct impact on the rest of the economy . When the 
external credit ultimately involves an inc rease in the 
reserves , however ,  the debtor ' s  purchas ing power is in­
creased at the expense of  the Central Bank emi s s ion 
corresponding to the excess  foreign currency on the ex­
change market that the Central Bank is  obl iged to 
acqu ire . The f inal inc idence on the purcha s ing power of 
the pub l ic and private sector wil l  therefore depend on 
the react ion of  the government to the accumulation of 
reserves , which may be expres sed through such measures as 
ra is ing the exchange rate , further l ibera l i z ing imports , 
reducing domestic credit , or reduc ing public expenditure . 

An estimate of the impact or initial effect of  the 
movement of capital is shown in co lumns 3 and 4 of  
Table 1 3 . 3 ,  which show the total debt l e s s  the re serves 
of the respect ive sectors . As the accumulation of  a s sets 
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wa s concentrated in the pub l ic sector (Central Bank ) , up 
to 1 9 8 1  thi s  wa s reflected in a sub stantial reduction in 
its net l iabi l ities ( accumulated balanc e  o f  current loans 
l e s s  reserves o f  the sector) . I n  the case of  the private 
secto r ,  in contra st , the net indebtednes s  grew very 
rapidly , increas ing by a factor of  f i fteen bebleen 1 9 7 3  
and 1 9 8 3 . These  data show c l early that the inflow of  
external capital helped to accentuate the proce s s  of 
greater pr ivate partic ipation in expenditure in the 
Ch i lean economy . 

I t  should be noted that the ma j ority of the pr ivate 
debt wa s contracted without state guarantee . Thus , in 
1 9 8 1  almost  two-thirds of Chi le ' s  total debt l acked 
o f f icial  guarantee , and the f igure wa s sti ll  over 60 per­
cent toward the end of  1 9 8 2 . The presence of a non­
guaranteed debt of over U5 $ 1 0 . 5  bil l ion undoubtedly 
constitutes a dec i s ive factor in the proce s s  of re­
negotiation of  the external debt . 

I n  regard to the intermediaries  deal ing with the 
external capital , up to 1 9 7 7  the pr ivate sector obtained 
a s igni f icant part o f  the credits directly , because  of 
the quantitative restric t ions faced by the banks in the s e  
operations . Thi s  statement cal l s  f o r  two qua l i f ications , 
however . On the one hand , the section o f  the nonf inancial 
private sector with mo st acce s s  to external credit wa s 
that with the closest connect ions with national and 
fore ign bank ing in st.itutions .  On the other hand , a 
substant ial proportion o f  these  loans had bank guarantees .  
From 1 9 7 8  onward , the domestic financ ial sector a s sumed 
greater importance in the direct intermediation o f  
external pr ivate f inanc ing . Tab l e  1 3 . 4  g ives deta i l s  o f  
the c redits that entered the country under the terms o f  
Articl e 1 4 . Th i s  tabl e shows that between 1 9 7 8  and 
1 9 8 1 , the public  sector virtual ly disappeared as  a user 
of  th i s  source of external funds whi l e  the bank ing in­
stitutions achieved marked predominance as intermediaries ,  
operating with them directly or indirectly ( i . e . , as  
guarantors ) • 

During the f irst years of the proces s ,  in spite of  
the expans ion of  external indebtedness  and the inc rea se 
in the de f ic it on current account , the government did not 
show much concern in th i s  respect . On the contrary , it 
mainta ined that what wa s important wa s the way in which 
the rea l net debt evolved , the rate of  interest paid , 
and the sectors contracting indebtedness . 

The o f f ic ial f igures for the real net debt showed a 
reduction over the f ive-year period 1 9 7 6 - 1 9 8 0 :  According 
to them, it went down from U5 $ 5 . 3  bil l ion in 1 9 7 5  to 
U5$ 4 . 3  bil l ion in 1 9 8 0  ( in 1 9 7 7  dollars ) . Two external 
factors expla ined thi s  reduction in contra st with the 
high annual rate of indebtednes s .  The f irst factor in 
terms o f  its importance wa s the rate of international 
inflat ion , wh ich eroded the real va lue of the debt 
bal ance : the second factor wa s that the debt a l so went 
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Table 1 3 . 4  Chi le : Artic le l4--Gross Annual Flows o f  
Credi t ,  b y  Debtors 

Total Flow 
of Credit Percenta�e Breakdown 
( mi l l ions Public Private Nonfinancial 

o f  US$ ) Sector Sector 
Year ( 1 )  ( 2 )  ( 3 )  and ( 4 )  

1976  2 62 . 6  1 3 . 3  86 . 3  
1977  3 36 . 4  1 3 . 2 8 0 . 1 

Fj nancial 
Institutions 

( 5 )  

0 . 4  
6 . 7  

Nonguaranteed Guaranteed 
( 3 )  ( 4 )  

1 9 7 8  780 . 2  4 . 2  3 1 . 0 26 . 0  3 8 . 8  
1 979 1 , 24 5 . 2  1 . 8  34 . 7  2 1 . 6  4 1 . 9  
1980 2 , 503 . 7  3 . 1  14 . 5  1 7 . 6 64 . 8  
1981  4 , 5 16 . 7  1 . 9  20 . 6  4 . 6 7 2 . 9  
1982  1 , 7 70 . 8  2 4 . 4  2 4 . 7 6 . 1  44 . 8  
Note : Column ( 1 )  shows the gro s s  annual flow of di sbursed credits , 
less compulsory deposits . The breakdown over columns ( 2 )  to 
estimated on the basis of that for Santiago . 

Source :  Prepared on the basis of Banco Central , " Creditos 
Liquidados Articulo 1 4 "  ( December 1 9 8 0 ) , and Boletin Mensual , 
no . 662 (Apri l 1983 ) . 

( 5 )  was 

down in response to the rise  in the value of that  portion 
of  the reserves maintained in gold . Between them, the se 
two factors explained a reduction of US $ 2 . 7  bill ion in 
real net indebtedne s s  in the f ive-year period in 
question . s Thu s ,  instead of  having gone down in real 
terms by 1 8  percen t ,  the debt would have grown by one­
th ird if  it had not been for these  two factors and would 
have shown a sharp acceleration toward the end of the 
period in que stion . I t  wa s therefore c l ear that the 
rapid growth of external indebtedness  permitted was 
dangerous , and a l so prej udicial  to national development , 
a s  i s  shown l a ter . Neverthel e s s , the government in­
s i sted right up to the end that entering into debt was 
good bu siness because the real interest rate was very low 
or actua l ly negative ; furthermore , the debtors were in 
the private secto r ,  which was sub j ect to " free " market 
laws so that , in o f f icial  opinion , there could be no 
doubt that it  wa s e f f ic ient . 

INDEBTEDNESS AND MACROECONOMIC ADJUSTMENT 

A ma s s ive process . of external indebtedness such as  
the one that took place between 1 9 7 7  and 1 9 8 1  ha s s ig­
n i f icant effects in many areas of the national economy . 
Th i s  wa s demonstrated with great intensity in Ch i l e  • 

. TI:l� proce s s  profoundly affected total demand and its 
compos ition,  contributed to the spectacul ar concentration 



of  weal th , con siderably altered the functioning of  the 
proc e s s  of  saving and investment , and conditioned to a 
dec i sive extent the handling of  monetary and foreign­
exchange pol icies . 
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The initial impact o f  the external indebtednes s  
involved a n  increase in the avai labil i ty o f  foreign 
exchange . This  increase gives rise  to two pos s ibilities  
that are  its counterpart . One  i s  an inc rease in the 
international reserve s ,  u sual ly accompanied by an in­
crease in monetary i s sue ; the other consists  of the 
expans ion of the current account deficit . In  practice , 
up to 1 9 8 1 ,  the growing indebtednes s  manifested itsel f in 
both ways s imul taneou s ly ,  s ince the net inf low of  capital 
was greater than the capacity of  the national economy to 
absorb the resources  provided by external credits . The 
current account deficit steadily increased by consider­
able amounts ( see Table 1 3 . 1 ,  columns 1 and 4 ) : In 1 9 8 0 ,  
net use of foreign capital Wa s close  to the equivalent 
of 9 percent of the gro s s  domestic product ,  in contra st 
with 5 percent for Latin America a s  a whol e . I n  spite 
of this , the inflow of  capita l through private debtors 
grew stil l more quickly . The corresponding surplus ( the 
difference between the volume of funds received and thos e  
used)  gave rise  t o  the increa se in international reserves 
regi stered up to 1 9 8 0 ;  in that year the total Centra l 
Bank re serves represented 6 8  percent of annual imports 
of  goods . 

The rapid accumulation o f  reserves had substantial 
effects on the handl ing of  monetary and foreign-exchange 
pol ic ies . Furthermore , the big capital movements--both 
those used to finance greater spending on imports and 
those  that went to swel l  the international reserves-­
meant that a very h igh proportion of the total credit 
avai lab l e  in the national economy originated f rom foreign 
funds , and its cost wa s a s soc iated with the evolution 
of the exchange rate . Thi s  section i s  devoted to these 
three topic s ,  ending with a summary of  the princ ipal 
di stortions--with their e ffects as regards a s signment and 
distribution--caused by the greater f inanc ia l openness 
to the exterior . 

Monetary Pol icy and the C rowding out of  Domestic C redit 

From 1 9 7 5  onward , exchange operations ( net purcha ses 
of foreign exchange by the Centra l B ank ) constituted the 
main source of expansion of  money i s sue . 9 As t ime went 
on thi s  phenomenon waS further intensif ied , and in the 
three-year period 1 9 7 8 - 1 9 8 0  these operations represented 
over 1 0 0  percent of  the total money i s sue . As a l ready 
noted , the overwhelming proportion of net purchases of 
foreign exchange by the Central Bank came from the private 
sector . Indeed , in some years exchange operat ion s wi th 
the pub l ic sector even had a contractive ef fect . As 
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regards the credit operation s  o f  the Central Bank , 
tho se carried out with the public  sector showed a negative 
balance from the year 1 9 7 5  onward , wherea s those with the 
private sector showed modest expans ion throughout the 
per iod . Th i s  s ituation continued until 1 9 8 1 ,  when the 
serious macroeconomic disad j ustments that had been build­
up in the Chil ean economy began to emerge into the open , 
and the loss  of international reserves began . Correspond­
ingly , the monetary ef fect of  exchange operations became 
markedly restrictive . 

As indicated in the f irst section , during certain 
periods direct restric tions were used with regard to the 
inflow of capital , as an instrument of monetary pro­
gramming . One o f  these restrictions wa s particu larly 
directed toward contro l l ing the monetary ef fect of  the 
inflow of capital , by l imiting the amount of resources 
that could be changed in the Centra l Bank each month . 
Th i s  l imitation wa s enforced--with succes s ive modif ica­
tion s  in the maximum amounts of  exchange operations 
authori z ed--from S eptember 1 9 7 7  to April  1 9 8 0 . The se 
restriction s  were not suf f i c ient to keep the inf low of 
loans to the private sector down to a volume compatible 
with the monetary expans ion de s ired by the economic 
authorities , however . Consequently , the latter took 
action regarding the other sources  of money i s sue and 
regarding the exchange rate . I n  both cases , there wa s a 
crowding out o f  the dome stic economy by the economy 
a s soc iated with the exterior . Dome stic credit wa s 
restricted in the face o f  the increase in money i s sue 
through net foreign-exchange purcha se operations . The 
exchange rate , for its part , wa s reva lued or lagged 
behind the actual s i tuation ( see the next section)  in 
response to the accumul ation o f  reserves , thus crowding 
dome stic producers of tradabl e  goods out of the market .  

The goa l s  in regard to the expans ion o f  l iquidity 
remained in force as  long a s  the closed-economy monetary 
approach predominated . Sub sequently , in 1 9 7 9 , the open­
economy monetary approach wa s adopted . Under thi s ,  the 
nominal exchange rate was fro z en , a " neutral " monetary 
pol icy wa s expl icitly adopted , and it was hoped that a 
proc e s s  o f  automatic ad j u s tment o f  the money supply would 
enter into force . Thus , the variations in the inter­
national re serves were to be the determining factors of 
the degree of  l iquidity o f  the national economy , aga inst 
the background of a bal anced f i scal budget and stable 
bank re serve rates . 

This monetary approach to the balance of payment s  
prevailed t o  the ful l f o r  three years , from mid- 1 9 7 9  to 
mid- 1 9 8 2 ,  with a " neutral " monetary pol icy based on the 
dol lar standard . During the last year in which it wa s in 
force , a contractive " automatic adj u s tment" began to 
operate , with disas trous effects on employment and 
national product ion . 1 o  
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Exchange pol icy a s sumed varied forms dur ing the 
period under analy s i s . Up to June 1 9 7 6 ,  the exchange 
rate wa s changed between one and four t imes per month . 
From then o n ,  after a sudden revaluation at that date and 
another in March 1 9 7 7 , it was devalued daily according 
to a scale f ixed every month in advance .  Thi s arrange­
ment wa s kept up until February 1 9 7 8 , when a table  of 
da ily exchange-rate adj ustments wa s f ixed for the rest 
of  the year . The same scheme was announced for 1 9 7 9 , 
but in June o f  that year it  wa s interrupted when the 
exchange rate was devalued to the nominal l evel that it 
had been programmed to reach at the end of the year 
( th irty-n ine Ch ilean pesos per u.s. dollar ) . It wa s kept 
at th i s  l evel until 1 9 8 2 ,  when there wa s an 18 percent 
devaluation . Th i s  was fol lowed by the announcement of a 
table of minidevaluations , soon replaced by a free rate � 
th i s  l asted only a short time and wa s then replaced by 
var ious forms of minidevaluations according to dome stic 
or net inf lation . The e f fect of these  minidevaluations 
on th e real exchange rate i s  shown in Table 1 3 . 5 .  

I have analyzed the exchange �o l icies  appl ied in 
Chile  in detail  in other studies . 1 Here , I sha l l  l imit 
myself  to stres s ing a very important f'eature of exchange 
pol icy that cons ists  of the notable discrepanc ies between 
the real s i tuation and the monetary approach to the 
balance of payment s .  It ha s been demonstrated in practice 
that through their po l ic ies the authorities  can bring 
about notable  var iations in the level of the real exchange 
rate . I n  other words , the s ingle-exchange- rate law , 
even in an economy whose external trade is  a s  l ibera l i z ed 
as  in the case of Chi l e  s ince 1 9 7 9 , has very l imited 
val idity . I n  particular , the exchange rate lags can be 
so l arge that they involve ad justments diverging from 
equilibrium for the space of several years , thus 
generating erroneou s s ignal s ,  faulty a s s ignment of 
resources , and a low rate of uti l i zation of production 
capac ity . 

These tendencie s  were manifested very forc ibly in 
Chil e ,  e spec ia l ly during the per iod when the f ixed 
nominal exchange rate wa s thirty-n ine pesos per dol lar . 
During the three-year period when the exchange rate wa s 
fro z en , its real l evel deteriorated by close to one­
third . Dome stic inf lation went down s ignificantly ,  
from over 3 0  percent per year to less  than 1 0  percent , 
but during the transition between these two leve l s  an 
imbalance of the s i z e  mentioned wa s accumulated between 
domestic and external prices . Consequently , in order to 
return to the initial l evel of the rea l exchange rate , 
which was apparently cons idered by the government and 
its advisers as being close to equ i l ibrium , 1 2  it would 
be necessary for inflation in Ch ile  to be over thi rty 
percentage points lower than the international level . 
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Table 1 3 . 5 Chile : Real Exchange Rate and Wages 
( Chilean pesos per 1 9 7 7  U . S .  dollar s )  

Year 

1974 
1 9 7 5  
1976 
1977  
1978 
1979 
1980 
1981  
1982 

Real Exchange Rate 

Defl ated by Corrected 
Consumer Price Index 

23 . 40 
3 2 . 14 
2 5 . 89 
2 1 . 54 
2 3 . 81 
2 3 . 1 6 
20 . 09 
1 6 . 93 
19 . 63 

Deflated by Index of Wages 
and Salaries of National 
Statistical Institute 

2 7 . 90 
3 9 . 44 
29 . 89 
2 1 . 5 4  
2 1 . 48 
19 . 3 1 
1 5 . 4 1 
1 1 . 9 2  
1 3 . 86 

Note : The annual average nominal exchange rate was inf l ated by the 
external price index . 

Source : Central Bank , Bol e.tin Mensual , various i s sue s ;  National 
Stati stical Institute , Indice de Sueldos y Salarios ; R. Cortazar 
and J. Marsha l l , " Indice de Precios a l  Consumidor en Chile : 
1970- 7 8 , "  Colecc ion Estudias CIEPLAN 4 ,  1 9 8 0 ;  and R .  Ffrench­
Davis ,  " Indice de Precios Externos para Calcular el Valor Rea l  
d e l  Comercio Internaciona l d e  Chi l e , 195 2-80 , " Notas Tecnicas 
no . 32 ( Santiago : CIEPLAN , 1981 ) . 

--

During the last months o f  1 9 8 1  and the f irst half  of  1 9 8 2  
there was a slight adj u s tment o �  relative prices i n  thi s  
direct ion . 1 3  At the same t ime , however ,  there was a 
viol ent increase in open unem�loyment and a rapid drop 
in manufacturing produc tion . 1 I t  may be noted that the 
segment of the economy with debts expre s sed in pesos 
( nonread j u stabl e )  woul d  have had to suffer an inc rea se 
in its real l iabil ities i f  there had indeed been an 
intens ive deflationary proc e s s . As  domestic indebtednes s  
wa s genera l i zed , the perturb ing ef fects o n  the debtor 
enterprises would have been substantial .  

The pla in truth i s  tha t ,  after some month s  of 
automatic adjustment , with a s l ight movement in the 
direction of  the requi red readj u s tment o f  relative 
price s ,  the economic results  were disa strou s . The eco­
nomic team did not succeed in achieving the imposition 
of the suggested plan to accelerate the adj ustment through 
a reduction by decree of nominal wages .  Ins tead , the 
abrupt deva luation of June 1 9 8 2  took place . 

Throughout the ten- year period , the effect of 
exchange- rate variations on capital flows practical ly 
did not f igure among the obj ectives taken into account 
in determining exchange pol icy . The inf low of  external 
f inanc ial resources , however ,  was cruc ial in order to 
permit the handl ing of the exchange rate in the l ight of  
ob j ectives other than those  of  the e f f ic ient a s s ignment 
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o f  resources without ( up to 1 9 8 1 )  bring ing about a 
deterioration in the overa l l  balance of payments . The 
use of the exchange rate to guide expectations ( in 
1 9 7 6 - 1 9 7 9 )  and/or to set a l imit on domestic price rises  
( 1 9 7 9 - 1 9 8 2 )  did  indeed resul t in  sma l l e r  inflation . The 
net in flation per s i stently went down more slowly than the 
exchange rate , however : The latter acted a s  a variabl e 
tending to repres s  inflation , but devalued itself during 
the proc es s .  Th is , together with the l ibera l i zation of 
imports and the recovery in economic activity regi stered 
between 1 9 7 7  and 1 9 8 1 , l ed to a s ignif icant current 
account deficit that amounted in 1 9 8 1  to 2 1  percent of 
the GDP . 1 S At the same time , the gradual deterioration 
in the rea l exchange rate reduced the cost of external 
indebtedne s s ,  so that in 1 9 7 9  and 1 9 8 0  thi s  cost wa s 
negative . Consequently , the flows were a f fected by the 
variations in the real exchange rate , accentuat ing the 
problem of the compos i tion of the balance of payments : 1 6 
the growing deterioration in the current account deficit  
and a l ikewi se growing surplus on the capital account . 

Interest-Rate D i f f erentia l s  

The off icial approach expected both a sharp tendency 
toward a reduction in f inancial intermediation spreads 
and the level ing of dome stic and foreign interest rates , 
in response to the overa l l  l ibera l i z ation of the 
f inanc ial system . However , throughout the period large  
dif ferent ia l s  per s i sted between the rates of interest 
for loans and deposits  on the domestic f inanc ial market , 
wh ile  the l evel of  both rates was notably high . Further­
more , in spite of the b ig inf l ows of capital reg istered , 
espec ially from 1 9 7 9  onward , domestic rates were 
con S iderably h igher than international rates , as shown 
by Tabl e 1 3 . 6 .  The domestic rate refers to the pre­
dominant segment of the market , covering transactions 
for terms of thirty to e ighty-n ine day s ,  and the 
international intere st rate is  tha t pa id for bank 
credits obtained under Article 1 4 , plus the cost in 
respect of compul sory deposits  and the financ ia l inter­
mediation margin , al l converted into the ir peso 
equivalents . 

I t  may be noted that the ex pos t  gap between the 
domestic and external rates for-loans never dropped 
below an annual rate of e ighteen percentage points . I n  
th is re spec t ,  the traditiona l explanations that the 
dif ferential is due to expectation s  of a b igger de­
valuation than the effective evolution of the o f f ic ial  
exchange rate do not seem to be val id . For example , 
between 1 9 7 7  and 1 9 8 2  the para l l e l  or  black-market rate 
was very s imilar to the o f f ic ia l  rate . 1 7 The ea sy 
access to the exchange market that existed at that  time 
and the cash nature of  the para l l e l  rate do not make 
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Tab le 1 3 . 6  Chile : Domestic and External Real Interest Rates 
Reflecting Their Level with the Convers ion of External Transactions 
into Pesos ( annual percentage s )  

Domestic External Differential 
( 1 )  ( 2 )  ( 3 )  

1 9 7 5  ( second hal f )  1 2 1 . 0  
1 9 7 6  5 1 .  2 - 2 1 . 1  7 2 . 3 
1 9 7 7  39 . 4  0 . 2 3 9 . 2 
1 9 78 3 5 . 1 3 . 8  3 1 . 3  
1 9 7 9  1 6 . 9  -0 . 9  1 7 . 8  
1980 1 2 . 2  -8 . 0  2 0 . 2 
1 9 8 1  38 . 8  1 2 . 4  26 . 4  
1982 3 5 . 2  4 5 . 0  -9 . 8  

Source : Prepared on the ba sis of data from the Banco Central ; 
Instituto Nac ional de Es tadi stico s ;  J .  P .  Arellano , " De la 
Liberalizac ion a la Intervenc ion : El Mercado de Capitales en 
Chi l e ,  1974-8 3 , " Colecc ion CIEPLAN 1 1 ,  December 1983 ; R. Cortazar 
and J. Marshall , " Indice de Precios al Consumidor en Chil e : 
1 9 70- 78 , "  Coleccion Estudios CIEPLAN 4 ,  1980 ; and R. F french-Davis 
and J .  P. Are l lano , "Apertura Financiera Externa : La Experiencia 
Chil ena en 1 9 7 3 - 8 0 , "  Coleccion Estudios CIEPLAN 5 ,  198 1 . In 1 98 2 ,  
the "preferentia l "  exchange rate f ixed by the government for 
exi s ting debtors was used in cal culating the external interest rate . 

it a prec i s e  indicator a s  regards expectation s of  de­
valuation over twenty- four month s ,  wh ich is the minimum 
term for the entry of capital under Article 1 4 , bu t th ey 
do reflect the preva il ing atmosphere of a quiet market 
in which there wa s continual sal e  of foreign exchange by 
the pub l ic over bank counters . 

I t  i s  po s s ib l e ,  however ,  that despite the quietne s s  
displayed b y  the market , debtors with the exterior did 
not foresee the lag repeatedly suf fered by the real 
exchange rate . L ikewis e ,  it seems quite pos s ible  that  
the  market wa s not  very aware o f  the need to  make an  
adjustment for  externa l inflation when measuring the 
real exchange rate . It is therefore probable that the 
expected " externa l interest rate , " comparabl e  on the 
" market"  with the rea l domestic rate , would be closer to 
its nominal l evel in dol l ars than to the ex po st rate 
g iven in column 2 of  Tab l e  1 3 . 6 .  Thi s  nominal rate 
fluctuated between 14 percent and 23 percent between 
1 9 7 6  and 1 9 8 2 .  Consequently ,  even us ing thi s  hypothes i s ,  
there would still  b e  a subs tant ial gap wi th the rate 
for dome stic credit . 

In  addition to the domestic / external gap , there were 
sub stant ial dif ferent ial s between the dome stic rates for 
depo sits  and for loan s . There were variou s reason s  for 
these h igh spreads ,  and their s ignif icance wa s changing 
over the course of  the period . Th i s  top ic has been 
dealt  with elsewhere . 1 8 I sha l l  therefore l imit mysel f 
here to mentioning some o f  the a spects that have the 
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greatest impl ications for the centra l analysi s ,  that i s  
to say , the subj ect of  the external debt and capital 
movements . 

Traditional explanations put forward are a s  fol lows : 
( 1 )  the requ irement to maintain bank reserves i s  adduced 
as a determining factor in the gap between domestic 
interest rates on deposits  and loans ( the f inanc ial 
intermediation spread) , ( 2 )  the f iscal deficit and the 
inelastic demand for credit by publ ic enterprises are 
indicated as being respon s ible for the high interest 
rates on loans , and ( 3 )  the re stric tions on movement s of 
capital are said to be respons ible for the differential 
between rf and re ( F igure 1 3 . 1 ) . None of these {X>ssible causes 
wa s of  significant importance during the whole period , 
however .  The first  of them was of some importance only 
in 1 9 7 5- 19 7 6 ,  becau se of  the h igh requirements for non­
intere st-bearing bank reserves and high inflation ( over 
3 0 0 percent per year ) . Neverthe l es s ,  very high level s 
o f  f inanc ial intermediation spread , net of the costs 
o f  maintaining these  reserves , pers i sted dur ing mo st o f  
the per iod from 1 9 7 5  t o  1 9 8 2 .  Moreover , the f iscal 
def ic i t  went down rapidly and substant ial ly ( to l e s s  
than 3 percent of  the GDP in 1 9 7 5 )  and became a surplus 
in 1 9 7 9 . F inal ly , in spite o f  the pers i s tence of 
restric t ions on movement s o f  capital , such movements 
reached very h igh l eve l s , a s  wa s shown in the f irst 
section . Consequently , the orthodox analysis  i s  not 
capabl e  o f  expla ining why , with net capital inf l ows 
equ ivalent to an average of 7 . 7  percent of the GDP in 
1 9 7 8 - 1 9 8 0 , the gap between domestic and external intere st 
rates stood at an average of twenty-three percentage 
points per year ( see Tab l e  1 3 . 6 ) . I n  thi s  period , a s  
noted , it wa s c l ear that there were as  yet n o  expecta­
tions of  a mas s ive devaluation . 

I t  mus t  therefore have been other factors that 
carried greater weight in explaining the behavior of  
interest rate s  and of the f inancial intermediation spread . 
Variou s items of  information suggest that the bank ing 
system has been ineffic ient and that its operating costs 
ro se after the reform .  

1 . One of  the rea son s f o r  thi s  u p  t o  1 9 7 7  wa s the under­
util ization of the in stalled capacity . Furthermore ,  
the fact that the system has operated with such short 
terms for both deposits  and loans has constituted another 
cause of increased costs . Thi s  would seem to expl a in 
why in 1 9 7 8  the cost l evel o f  the system wa s o f  the 
order of 8 percent of total loans , a very high f igure by 
comparat ive international standards . Neverthele s s , 
even a f ter di scounting the operating cost s ,  the 
financ ial intermediation spread still  rema ins very high . 
The persistence o f  these high costs and pro j ects has 
been a ssoc iated with the structure o f  the f inanc ial 
market and the degree and form of  competit ion among the 
institutions in the sector . 
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2 .  The short term o f  the operations fac i l itated 
the preval ence of h igh rates . 1 9 Appl icants who had no 
acc e s s  to external credit had to face a severe rece s sion 
in domestic demand s imul taneous ly with the freeing of 
interest rate s . Aga inst a background of  heavy propaganda 
to the e f f ect that the rec e s s ion would only be brief , 
many busine s s  people resorted to expens ive short-term 
credit instead o f  closing down the ir operations ,  expecting 
a rapid reactivation of demand . In  these  c ircumstances , 
debtors did not view themselves a s  tak ing out a loan at 
a real interest rate o f  4 0  percent per year , but rather 
as borrowing for th irty days at 3 percent , with the 
probabil ity of renewing the loan for a f ew months . 

E f f ective demand , however , remained general ly 
depres s ed ( and l agging behind aggregate demand ) , and 
intere st rates continued to be high and unstabl e .  In the 
face o f  the continu ing delay in the hoped-for reactiva­
tion , bus iness people engaged in success ive renewa l s  of 
their bank debt s ,  with the increased risk that th i s  
invo lved . Th is phenomenon wa s further strengthened by 
the demand for credit by activities that were adversely 
a f fected by the tari f f  l ibera l i zation . In  spite of 
bus ines s expectations that it would be abandoned , thi s  
l ibera l i z ation proce s s  wa s mainta ined and even- -un­
expectedly , on a number of  occa s ions--further intens i f ied 
until  it culminated in a uniform tari f f  o f  10 percent 
in 1 9 7 9 . 

3 .  Certain opportunities for highly pro fitable  
" inves tments " arose . Numerous publ ic enterprises were 
disposed of at prices signif icantly below normal market 
level s .  S imilar opportunities were offered by " inve st­
ments "  in rea l estate and movable  as sets , whose prices 
rose notably in real terms : The securities index in­
creased f ivefold in con stant values between 1 9 7 5  and 
1 9 7 9 . The el imination of regulations on the use o f  
c redit made pos s ible its rapid redi stribution toward the se 
uses , which were good investment s  from the private point 
of  view ,  a l though not from that of  the country as  a whole . 

4 .  In recent years there ha s been a noteworthy 
increase in consumer credit , espec ia lly  for imported 
consumer durables . H ere , too , the suppression of the 
previous re strict ions on bank credit for con sumers 
facil itated the change in the compo s ition of expenditure . 
Furthermore , the l ibera l i zation o f  imports a l so promoted 
the expans ion of demand for credit to be used in the 
marketing or purcha se of  imported con sumer goods . Thus , 
the savings of  some nationa l s  f i l tered through , by way 
of the f inanc ial system ,  to the con sumption of imported 
goods . Thi s  i s  one explanat ion for the drop ob served in 
the rate of national saving . In  the three-year per iod 
1 9 7 8 - 1 9 8 0 ,  which wa s the period of a l l eged great success  
of the economic model , the rate of  national saving , 
mea sured a s  the gro s s  f ixed-capital formation rate l e s s  
the rate o f  uti l i zation of  foreign capita l , came to 
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barely 8 percent . 
5 .  The gradua l recovery in domestic economic 

activity and wage s  f rom the very depres sed leve l s  reached 
in 1 9 7 5 ,  together with the ma s s ive off icia l  pub l ic ity 
with in the preva i l ing authoritarian framework , helped to 
create an image of a dynamic and rapidly growing economy . 
And a s  the recovery on the basis  of the utili zation of 
existing insta l l ed capac ity began to c ome to an end , 
the aggregate demand wa s fed with the very b ig external 
credits that propped up the semb lance of  a boom period 
until  far into 1 9 8 1 . The atmo sphere of success  created , 
together with the consequent expectations of growing 
income , induced consumers and bus inesses to continue in­
creas ing the ir indebtednes s  while  it prompted the bank s  
t o  renew a n d  rapidly expand the ir l ines of credit . With­
in th is  contex t ,  the banking institutions competed with 
each other , partly by reduc ing the cost of the ir service s  
( the f inanc ial intermediation spread ) but a l so b y  reduc ing 
the security demanded from their borrowers . 

6 .  A s ignif icant prop�rtion of  the funds involved 
were a s s igned by the bank s  to bus inesses l inked to them 
as regards their  ownership . Thu s , for example , in 1 9 8 2  
the ma in bank o f  the b iggest economic group i n  the 
country had 4 4  percent of its portfol io loaned to f irms 
that were openly and directly related to that  same group . 
Consequently , f inancial tran sactions became mere internal 
group operation s , weakening appra isal criteria and 
procedures for recovering debts . 

7 .  In  the context a lready described the high cos t  
of loans o n  t h e  domestic capital market helped to 
increase the demand for them rather than to reduce it . 
Thu s ,  the factor s described in paragraph s 2 through 6 
tended to make the demand for c redit more inel a stic , 
while  a t  the same time the high f inanc ial co sts  caused 
an increa se in the demand for funds in order to pay 
interest commitments , with thi s  ef fect predominating over 
the pure price e ffect . The fact that  cred i t ,  viewed a s  
j u st another product , wa s traded and used i n  the same 
unit as products proper , in contra st wi th transactions 
o f  nonf inanc ial goods and services  in a monetary 
economy , gave rise to thi s  different behavior of  demand 
referred to . The magnitude of the f inancial co st effect 
is  i l lustrated by the fact that between 1 9 7 6  and 1 9 8 2  an 
average debtor paid exce s s  intere s t ,  over and above a 
rea l " norma l " rate of 8 percent per year ,  amounting to 
the equivalent of 3 0 0  percent of the in itial loan . In  
other words , a borrower who ef fectively pa id the 8 per­
cent to the c reditor each yea r ,  renewed the pr inc ipa l , 
and capita l i z ed the interest commitments in excess  of 8 
percent would be l iabl e by the end of 1 9 8 2  for a debt 
over four times the orig inal amount , in money of  constant 
purcha s ing power . 2 0 It should be noted , in contra s t ,  
tha t  a debtor with the exterior o n  s imilar terms would 
be l iable in 1 9 8 2 ,  j u s t  before the devaluation , for a 
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rea l debt 4 4  percent below tha t contrac ted in 1 9 7 6 . 
Consequently , even a f ter a ma s s ive real devaluation of 
8 0  percent the debtor would have ended up with a debt 
equal only to the orig inal amount ( and equival ent to only 
a quarter of the l i abil ities o f  a per son having a debt 
expressed in peso s ) . Thi s  calcul a t ion i s ,  of cour se , 
sensitive to the per iod taken for the starting time . Thu s ,  
for exampl e ,  " ta rdy" debtors who took out credits in 
fore ign currency only in 1 9 8 1  or in the first  hal f  of 
1 9 8 2  suffered a serious lo s s ,  tak ing into account the 
real devaluations reg i stered in the rema inder of 1 9 8 2 .  
Th is  is in sharp contra st with the case of " early"  debtors .  

8 .  Credit of external orig in played a different rol e  
f rom the one that it had tradit ionally as sumed . I t  is  
u sually supposed that such funds entered an integrated 
market character i z ed by great substitutabi l i ty between 
resources of domestic and external origin , so that  both 
types of  interest rates would therefore tend to equal i z e . 
I t  is  probably true that the external c redit did help 
to rel ieve the demand for funds on the domestic market . 
Nevertheles s ,  the effects  of the factors mentioned earl ier 
were strong e r ,  and they therefore pushed up the domestic 
rate of interest on loans .  Th i s  wa s because of the per­
s i s tent segmenta tion di splayed by the market .  In effect , 
only some of the debtor s could enter into indebtedness  
directly with the exterior or gain access to  c redit 
through the intermediat ion of local bank ing inst itutions . 
As a resul t ,  the differenc e between the domestic and 
ex ternal intere st rates reached notably high level s ,  
fluctuat ing in the per iod 1 9 7 7 -1 9 8 1  between eighteen 
and forty perc entage points per year ( see Table 1 3 . 6 ) . 
As already noted , the expl anation for thi s  does  not l i e  
in the expec tation s  of devaluation , s ince until far into 
1 9 8 1 these were of  no s igni f icanc e ,  but it is  to be found 
rather in the marked segmentation that prevai l ed in the 
f inanc ial market . Of course th i s  segmentation wa s not 
ab solute . I n  a cons iderab l e  part of the market there 
were borrowers who had s imul taneou s  access to both 
dome stic and externa l sources  of  funds , in proportion s  
that varied according t o  their  bank ing connection s .  2 1  

Credit of external orig in wa s available on a very 
large scal e ,  representing a s  much a s  some 4 0  percent 
of the total loanable  funds of the f inanc ial system .  
The different ial s i n  interest rates therefore had sub­
stantial ef fects , f rom the point of view of both a s s ign­
ment and distribution . Sma l l - and medium- s i zed producers 
were mo stly rel egated to the segment where high interest 
rates preva iled . I n  contra s t , entities hav ing l inks 
with the management of the f inanc ial inst itutions and 
the ma in economic groups had easy acces s  to external 
credi t ,  e ither directly or through the intermediation of 
nationa l bank s . Th is  noteworthy and prolonged segmenta­
tion of the market helps to expla in the spectacular 
concentration of income and wea l th in these  years . 
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EXTERNAL VULNERAB ILITY AND THE DYNAMICS OF INDEBTEDNES S  

The conditions preva il ing i n  the world economy and 
on the domestic market promoted a proce s s  of growing 
indebtedn e s s  tha t  gave rise  to great vulnerab i l i ty of 
the Ch il ean externa l sector . Moreover , the form a s sumed 
by the transfer of external resou rces and the incentives 
g iven by the economic model cau s ed the external indebted­
ness  to be accompanied by a decl ine in domestic invest­
ment and saving ( see Tab l e  1 3 . 1 ,  column 3 )  and the c rowd­
ing out of national production . 

As  shown in the second section, f or several years the 
real external debt did not appear to be growing s trongly , 
in spi te of the growing deficit  on current account . The 
behavior of rea l net indebtednes s ,  the ease with which 
new c redits could be obta ined , and the low real rates  of 
interest on internationa l ma rkets led many countries 
to take a complacent attitude during the 1 9 7 0 s  and the 
early 1 9 8 0 s . Th i s  wa s backed up by the opinion preva i l ­
ing i n  dome stic of f ic ia l  c irc les tha t ,  s ince the in­
debtedness  wa s predominantly of  a pr ivate nature , the u s e  
made of it  would natura lly  be e f f ic ient . 2 2  

The growing indebtedness  made pos s ible  a gradual 
apprec iation in the exchange rate . Thi s ,  in turn , made 
it still  more a ttractive to resort to external l oans ; 
thank s to thi s  apprec iation , the real co st of fore ign­
currency credit wa s negative during almo s t  the whole  
period of f inanc ial l ibera l i zation . The proc e s s  wa s thus  
self-encouraging , accelerating the inf l ow of capita l , 
which inc rea sed aggregate demand and permitted the 
continuation and inten s i f ication of the process  of 
exchange-ra te apprec iation . Th i s  l ed to g rowing 
accommodat ion of the nat iona l economy to a ma s s ive 
inf l ow of f inanc ial capita l . 

I n  the production system, however , what wa s taking 
place wa s the oppos ite to wha t  wa s ma inta ined by the 
off icia l  vers ion . Both components of the saving 
inve stment proce s s  showed unsatisfactory b ehavior , with 
rates of  savings inves tment manifestly below the level s 
reached in the 1 9 6 0 s .  An inc rea s ing proportion of the 
resources wa s directed toward the con sumption of imported 
good s ,  c rowding out spending on national product s  and 
dome stic saving . There wa s discouragement of investment , 
e specia l l y  in the production of  tradable  goods . The 
c l earest " comparative advantage s "  were in the purcha se 
of a s sets on the domestic market f rom deeply indebted 
busine s s  peop l e  at  deprec iated prices . Except for some 
sectors mak ing intens ive use of natural resources , such 
as fruit production and f i sheries ( wh ich did indeed 
expand ) and luxury construction , investment ran into the 
diff icul ty of  identifying comparative advantages :  The 
lag or instab i l i ty of the exchange rate , the behavior 
of interest rates , the del iberate running down of public  
production- support activities , the reduction of  pub l ic 
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inve stment , the indiscriminate l ibera l i zation o f  imports , 
the noteworthy deterioration in income distribution--a1 l 
combined to provide a discouraging environment for 
product ive investment . Paradox ica l l y ,  in spite of  the 
prevail ing cl imate of euphoric success  and the close  
communication between the government and the economic 
groups ,  the accumula tion process  langu i shed . Thi s  wa s 
because of  the intrinsic  nature of the model , the 
f inanc ial bias given to the nationa l  economy , and the 
diff icul ty of identi fying opportunities for produc tive 
inve stment in a context sub j ect to such dra stic change s 
and with no provision for the s tate to play an active 
role in its function of guiding national development .  

Quite apart f rom the unsatis factory performance of 
the system of  production , it wa s obviou s that the impetus 
imparted to the external sector could not be kept for 
l ong , even if  there were no change in the external s i tua­
tion . Neverthel e s s  the of f i c ial  view wa s that  the process  
would regulate itself  automatical ly . I t  wa s ma inta ined 
that  s ince there wa s no f i scal deficit , s ince money 
i s sue wa s l e s s  than the value of  the international 
reserve s , 2 3 and since the monetary pol icy wa s " neutral , "  
it wa s impos s ible for an exchange crisis to arise . I t  
wa s confidently bel ieved tha t  imports of con sumer goods 
wou ld rapidly reach satura tion level and that  the adjust­
ment capacity of the economy had been strengthened by the 
pol icy impo sed s ince 1 9 73 . In contra st with th ese 
bel ief s ,  however , when the internat ional f inanc ial 
problems emerged in 1 9 8 1 , the trade def icit amounted 
to 11 percent of  the GDP , and the current account def ic it 
stood at 2 1  percent . The deterioration in the f inanc ial 
and foreign-trade s ituation thu s co inc ided with the 
inescapable need to reduce the s i z e  of the externa l - sector 
imbalance and the exchange-ra te lag . 

The diff iculties  exper ienced by Chile in procuring 
externa l c redits coinc ided wi th a dome stic s i tuation in 
which there wa s  a pre ss ing need for fresh resources and 
in wh ich the government had done away with economic 
regu lation mechani sms and rel ied on the automatic 
corrections implicit  in the dol lar  standard . At the 
same time the system of  produc tion wa s weakened and deep 
in debt . Thu s ,  the ex ternal shock wa s mul tipl ied a t  the 
l evel of the dome stic economy and wa s refl ec ted in a 
decl ine of  1 4  percent in the GDP in 1 9 8 2 , conc entrated 
in the manufacturing and construction sectors ( which 
decl ined together by 23 percent ) . 

In short , the external shock found Ch ile  in a highly 
vulnerab l e  po sition , and th i s  mul tipl i ed its  negative 
ef fects on the nationa l  economy . At the same time , 
Ch ile ' s  production ba se wa s seriously weakened . As 
al ready demon strated , 2 � if  the value added in f inanc ia l 
activities and in th e trading of imported goods i s  
deducted , the p e r  capita national product i n  1 9 8 1 ,  before 
th e e f f ects  of  the shock , stood only a t  a l evel similar 
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to 1 9 7 4 . Th i s  i s  an unmi stakabl e  s ign of s tagnation 
compared with the growth of the res t  of the world .  Con­
sequently , the violent deterioration observed in 1 9 8 2  
came o n  top o f  a s ituation in which the economy wa s 
a l ready functioning badly . 

Ch ile ' s  acce s s  to f inanc ial ma rkets was becoming 
increa s ingly difficu l t ,  whi l e  its internat ional reserves , 
a l though s t i l l  h igh , were going down rapidly . After 
repeated announcement s  that  it wa s not neces sary to 
renegotiate the country ' s  external deb t ,  the Chi l ean 
government initiated a long proc e s s , the f inal s tage of 
which-- the s igning of contracts between debtors and 
c reditors--ha s still  not been completed . 

The renegotiation was carried out by the government 
of Ch i l e ,  in spite of the fact that most of the debt 
corresponded to the private sector and did not en j oy 
s tate guarantee s .  Thi s  i s  not in the least surpri s ing , 
of  course ,  but it i s  in sharp contradiction with the 
arguments put forward by the economic authorities right 
up to 1 9 8 2  regarding the " ef f ic iency"  of private indebted­
ness . The renegotiation covered the amortization payments 
due between F ebruary 1 9 8 3  and the end o f  1 9 8 4  on the 
bank debt of  publ ic and private entities domic iled in 
Chil e .  I t  covered about two- thirds of the tota l l iab il i­
ties fall ing due in the period in respect of medium-
and l ong-term debt . 

As in the case of mos t  of the renegotiation opera­
tions carried out in the last  two years , thi s  wa s pre­
c eded by an agreement with the IMF . The terms regarding 
payment schedu l e s  and interes t  rates agreed upon with the 
committee representing the hundreds of creditor bank s were 
s imilar to tho se reached in other case s ,  such as those of 
Arg en t i na , B ra z i l , and Mex ic o . A t  f i r s t  s ight , there 
would not appear to b e  any substantial differences  in 
resul t obta ined by Chil e .  Without wish ing to enter 
here into an examination of the rul e s  establ i shed regard­
ing the princ ipl e of immunity from juri sdiction and 
execution and the undertak ings entered into on dome stic 
economic pol icy , however , I would l ike to emph a s i z e  two 
dec i s ive dif ferences  ob served in the case of  Chi l e .  
These concern the agreement with the IMF and the absence 
of any prior public  guarantee in respect o f  mos t  of the 
debt with the bank s . 

The agreement with the IMF i s  particularly 
restrictive , the provis ion with the mo st serious con­
sequences being tha t connected with the f i scal def ic it .  
Th i s  wa s f ixed a t  1 . 7  perc ent for 1 9 8 3 , but after only 
a short time it wa s nec es sary to ra ise  it to 2 . 3  percent . 
Th i s  l evel meant that ,  despite the 1 4  percent drop in the 
GOP in the prec eding year , the decl ine in production 
continued in 1 9 8 3 . Th i s  drop in the GOP was the 
determin ing factor in the 1 9 8 3  trade surplu s of c lose to 
5 percen t .  The c o s t  i n  terms of the l o s s  of  production , 
employment ,  and economic potential ha s been extremely 
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h igh . There has been an  " ad j u s tment � " it i s  tru e ,  but 
it  seems to b e  c l early ine f f ic ient . 2 

As  regards the terms agreed upon with the committee 
of bank s ,  the s imilarity between the f inanc ing terms 
obta ined in the different national cases  does not take 
due account of the fact tha t  in Chi l e  the debt wa s pre­
dominantly without state guarantee . Th is  f ea ture shou l d  
have represented a factor of great weight in any re­
negotia tion proces s ,  e specially  when the private sector 
in debt to the exterior i s  not in a position to pay off  
its l iabilities  in the per iod covered by the renegotia­
tion . The fact i s  that the Ch i l ean government gave its 
guarantee in re spect of the debt of national f inanc ial 
entities that had previou sly not en j oyed such back ing , 
but did not ,  in spite of thi s ,  manage to obtain noticeably 
more favorabl e  conditions than other countrie s .  

The l evel o f  overindebtedness  o f  the Ch i l ean economy 
is  so serious that in spite of the renegotiation proc es s ,  
payment s o f  interest and capital i n  1 9 8 3  were equival ent 
to almost 1 2  percent of the 1 9 8 3  product .  There is  a l so 
a tendency for the probl em to get wor s e ,  s ince the 
schedu l ed amortization payments are due to increa se 
enormous l y  in 1 9 8 5 . I n  the two-year period 1 9 8 5- 1 9 8 6  
they are due to exc eed the amortization payments prior 
to the 1 9 8 3 - 1 9 8 4  renegotiation proc e s s  by 50 percent . 
Th is  inc rea se i s  due ma inly to the maturity of l iab il ities 
in respect of the credit s  u sed between 1 9 7 9  and 1 9 8 1 . 
C l ea rly , the mid- 1 9 8 3  renegotiation only tack l ed part of 
the problem generated by the pre sent economic pol icy . 
Together with the deterioration that ha s taken place in 
international f inanc ial ma rket s , thi s  l eaves out standing 
a volume of debt- serv ic ing l iab il ities tha t  wi l l  keep the 
national economy , year a f ter year , sunk in uncerta inty 
and obl iged to give priority to f inanc ial a spects at the 
expense of  the urgent and serious soc ial and production 
prob l ems the country is  suf fering . 

SOME LESSONS OF TH I S  EXPERIENCE 

In thi s  recapitulation I want to empha s i z e  four 
les son s deriving f rom the f inanc ial opening-up proces s . 
They refer to the distortion s caused by indiscriminate 
opening up in regard to concentration and inef f ic iency 
in the a l l ocation of  resource s :  the alternative ways in 
wh ich the dome stic and external f inanc ial markets could 
be interrel ated : criteria regarding the regu lation of  
volume s of capita l  movement s : and the channel ing of  funds 
to investment .  

The f inanc ial opening-up proc e s s  i s  not neutra l 
concerning the a l location of re sources , e specially dur ing 
the tran sition f rom a closed economy to an open economy , 
becau se of the pres sures it generates on aspects such a s  
the compo sition of  money i s sue , the level o f  the exchange 
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rate o r  tariff  protection , and pub l ic investment . During 
the transition it is necessary to adapt the structure of 
aggregate supply and demand , as wel l  a s  to estab l i sh a 
b igger gap between expenditure and domestic production . 
The key que stions in thi s  respec t concern the optimum 
pa th to be followed by the adj u s tment and the question 
of whe ther the acc e s s  to external funds and their cost 
will be stabl e  in the future . The f inanc ial market 
operates with very narrow horizons and doe s  not take 
due account of the repercus s ions on national productive 
activity . Consequently , it is  e s s ential that the opening­
up proc e s s  should be regulated in a programmed manner . 

As regards the repercus s ions in the f inanc ial sphere 
itsel f , access to external credit i s  not homogeneou s ,  
not only b ecause of  domestic regulations but al so becaus e  
o f  the nature of the internationa l f inanc ial market s . 
In practic e ,  thi s  type of c redit ha s been ava il able ma in­
ly to certain  segments of the national economy such a s  
b ig import and export enterprises and firms a s soc iated 
with fore ign f inanc ial institution s . In the case of 
c redit for importers ,  for exampl e ,  the differences  in 
cost a lready analyzed meant that  the open ing-up proce s s  
constitu ted yet another form of removal of  protection 
f rom those engaged in import sub stitution . The differ­
ences  ob served between different appl icants regarding 
acces s  to and cos t  of external credit a f fect not only 
the e f f ic iency of resou rc e  al location but a l so the 
distribution of income and wea l th . In particular ,  
the opening up o f  the capital account in Chile  provided 
sub s tantia l  prof its for those  who were able  to obta in 
external c redit s . There can be no doubt ,  however ,  that 
the effects  and their distribution wi l l  depend on the 
forms o f  r egu l a t ion and chann e l s  of in t e rme d i a t i on 
u sed . Thu s ,  for exampl e ,  the effects on income distri­
but ion and the l evel of inve stment can be varied depend­
ing on whether the intermediation is carried out by 
enterprises , by commercial bank s ,  or through the Centra l 
Bank or a pub l ic body respon s ibl e for promoting pro­
ductive investment ( such as the Development Corporation-­
CORFO ) • 

From another point of view ,  the change from pub lic  
to  pr ivate entities a s  the destination of flows of funds 
and the conc entration observed in the acce s s  to thos e  
funds have h a d  very noteworthy con sequences i n  the 
pol i t ical sphere . Firs t ,  they contribu ted to the 
spectacular concentration of economic power ob served in 
recent years . Second , they generated powerful anti­
devaluation forc e s  that ,  together with the preva i l ing 
economic ideology , helped to keep the exchange rate 
f rozen for three years  ( f rom mid- 1 9 7 9  to mid- 1 9 8 2 ) , wh i l e  
i t s  real value displayed a pronounced deteriora tion ; 
in th is  connection the antidevaluat ion pres sures of the 
importers were reinforced by those o f  the economic groups 
that had taken out debts in fore ign currency . 
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A second l e s son that  emerges very c l early f rom the 
experience of Ch ile  and other countries in the Southern 
Cone i s  that indiscrimina te l ibera l i za tion is not a 
su itabl e  condition for bring ing about the integration 
into a s ingl e  market of funds of dome stic and external 
origin . Indeed , in rea l i ty the oppo s ite took place . I f  
a n  ob j ec tive i s  t o  promote a n  al ternative option l eading 
to an integrated market , func tionally benef ic ia l  for 
national developmen t , important conditions are seen to 
be : ( 1 )  channel ing external funds , except for external 
trade and compen satory c redit ,  into a common pool with 
dome stic resourc e s �  ( 2 ) el iminat ing the exchange r i sk 
borne by debtors with the exterior by expressing in 
national currency the external resources transferred to 
the domes t ic market � ( 3 )  expl icitly pu shing the market 
toward a maturity struc ture compatib l e  with produc tive 
investment ,  wh ich ca l l s  for l ong maturities � and ( 4 )  regu­
la ting real interest rates with the ob j ective of avoiding 
both negative rates and exce s s ively high ra te s ,  s ince 
both extreme s are pre judic ial to the effic iency of 
inves tment .  

A th i rd l e s son i s  connected with the des tab i l i z ing 
na ture of capital  movement s . In sma l l  countries and those 
where the dome stic markets are not fluid and integra ted , 
th i s  instab i l i ty can be very disturb ing to economic 
activity . It is not j u s t  a question of the condition s 
that the f ree movement of capita l  imposes  on monetary , 
f i s c a l , and / o r  ex chang e pol i c ies . Another feature of 
great practical s ignif icanc e is  that  the internationa l 
f inanc ial markets suf fer f rom f luctuation s  that  are 
promptly transmitted to the domestic markets unl e s s  there 
is  some form of  regulation . In  addition to th i s  overal l  
feature o f  ma rkets , the supply o f  new funds avai lab l e  
t o  each country i n  particular i s  sub j ect t o  abrupt changes 
in respon se to variations in the l enders ' perc eption of  
those countrie s '  creditworthiness  or in  connec tion with 
the u s ing up of th e amounts of credit l enders are will ing 
to make ava ilab l e  to each country- -amounts that  are re­
lated more to the tota l amount of the debt than to the 
volume of the net f l ows in each period . For the debtor 
countries , however , it  is the net flow and the correspond­
ing current account f inanc ing that is the mo st pertinent 
variable for their short- term pol i cy .  

I n  the mac roeconomic l iterature ,  empha s i s  i s  
u sually  placed o n  regu lations o n  capital movements that  
operate exclus ively on relative prices � among these i s  a 
tax on intere st des igned to compensate for certa in 
" externa l itie s . " I t  i s  qu ite true that th is  mechan i sm 
may make it pos s ib l e  to tackle the particular prob l em of 
a country that ha s a stabl e  supply of loans with a 
positive trend . L ikewi s e ,  c ertain kinds of  taxes  can 
reduce short-term specu lative movements by mak ing them 
more expen s ive compa red with longer-term movements . The 
ex istenc e of external in stab i l ity in the supply of funds , 
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however , mu st b e  tackl ed wi th mechani sms acting directly 
on the volumes of c redits . In other words , it  i s  nece s sa ry 
to estab l i sh machinery to regulate the tota l volume of 
indebtedne s s  reg istered in each period . With in thi s  
context ,  there may be room, i n  a compl ementary capac ity ,  
for in strument s  acting on pric e s , such a s  taxes  and 
compul sory depos its . It mu st b e  understood , however , 
that these wil l carry out a fundamental ly di stributive 
funct ion , tax ing the diff erential s  between interest rate s . 
When , some day in the future , an abundant but probably 
unstab l e  supply of f inanc ia l credit aga in becomes ava il­
abl e ,  we should not forget the l e s son provided by recen t  
years regarding the evi l s  of exc e s s ive a n d  disturb ing 
external indebtednes s .  

A fourth les son i s  that ,  exc ept i n  the case o f  f l ows 
of  a c ompensatory nature ,  the regulation of capita l  
movements shou l d  provide f o r  their  channel ing toward 
the process  of savings / investment .  Insofar a s  these 
funds are directed toward the dome stic f inanc ial market 
without any c l ea r  guide l ines as regards their de stination , 
they can ea sily f i l ter through to consumption . The 
experience of variou s  devel oping countries suggests that  
the f inal use of funds is  determined to  a s ignif icant 
extent by the way in which the inf l ow of capita l i s  
regulated a n d  channel ed . 2 6 
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Peru and Its Private Bankers: 
Scenes from an U nhappy Marriage 

Robert Devlin 
Enrique de fa Piedra 

INTRODUCTION 

In  the pos twar period , P eru wa s one of  the f ir s t  
countries i n  Latin America to develop a n  articulation with 
pr ivate commercial banks that went b eyond short-term 
trade credit s . I t s  relationship with private bank s has  
not a lways been a happy one , however ,  and in the last  
twenty years it has  had the distinc tion of  go ing through 
three complete borrowing cyc l e s  with these in stitutions , 
each with its  boom period fo l l owed by a severe c ra sh . 
Th i s  chapter wil l  attempt to tel l ,  in a synthetic way , 
the story o f  Peru ' s experience with private bank s and 
then to explore wha t  l e s sons might be drawn f rom it . 

Peru i s  not unl ike other devel oping economi e s ;  its  
underdeveloped economic and social  structure brings forth 
a chronic shortfa l l  of  internal saving s vis -a-vis invest­
ment pos s ibil ities . In other words , there is  a va l id 
and real need for capita l  imports and external saving s . 
S inc e the mid-1 9 6 0 s ,  an ever-growing portion of the s e  
external savings has h a d  its source in private-bank 
loans  ( see Tab l e  1 4 . 1 ) . Thi s  factor alone wa s enough to 
inc rea s e  the external vulnerabi l ity of  the country s ince 
management o f  interface with bank s  i s  con s iderably more 
cha l leng ing than tha t  involving more traditional sources 
of  f inanc e : Interest rates are commercial and sub j ect 
to grea t  variab i l ity ;  amorti zation periods are relatively 
short , thereby boosting ref inanc ing requirements ;  and 
bankers ' private perception o f  risk induces a sharply 
procycl ic l ending behavior on their part . 1 

Whatever the vulnerab il ity a s soc ia ted with a 
dominant role for private bank s in the f inanc ing o f  
development , it wa s exacerbated i n  the case of  Peru by 
what might be termed " overborrowing . "  Thi s  refers to a 
situation- -characteristic of  the 1 9 7 0 s- - in which the 
supply of  credit i s  extreme ly abundant and demand adjusts  
itsel f to  ava ilable  supply rather than to  a real saving s 
gap per se e In  other words , demand for f inance becomes 
del inked f rom the saving s / investment mechanism ;  indeed , 
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Table 14 . 1  Peru : Dis tribution of External Public Debt by 
Source of Finance (percentage ) 

1 9 6 5- 1966 
Peru 
Latin 

America 

1 9 7 5 - 1 9 7 6  
Peru 
Latin 

America 

1979-1980 
Peru 
Latin 

America 

Private 

Suppliers Banks Bonds Others 

41 1 1  

2 0  1 1  

14 4 2  

1 0 4 5  

1 4  3 7  

7 56 

5 

8 1 

4 2 

7 
Note : �e da sh indicates an amount that is 
aMay not sum to 1 0 0  because of rounding . 

Official 
Mul ti- Bi-
lateral lateral 

2 3  2 1  

2 3  3 7  

9 3 5  

1 9  2 1  

1 1  3 8  

1 7  1 3  
n i l  o r  negligible . 

Source : Inter-American Deve lopment Bank , External Debt of the 
�American Countrie s (Washington , D . C . , 198 2 ) . 

Total
a 

1 0 0  

1 0 0  

1 00 

1 0 0  

1 0 0  

1 0 0  

any nomina l gap in saving s become s infla ted , or 
arti f icially over stated , as  easy f inance gives rise to 
relaxation of the internal d i s c ipl ine needed to min imi z e  
the effects of the ba s ic economic disequi l ibria that  
a developing country i s  expected to  fac e in a variable 
and unc erta in ex ternal economic environment .  

Peru ' s ac tual shortfa l l  of internal savings ha s its 
origin s  in two intractab l e  f inanc ing gap s : the govern­
ment budget and the balance of paymen ts . Even if Peru 
ha s been mo st imaginative and aggre s s ive in tackl ing the 
gaps when fore ign f inanc e wa s restricted , the advent of 
abundant credit on ea sy terms usua l l y  cau sed this  
di scipl ine to unravel and debt to bu ild up to unsu s ta in­
abl e  proportions . Becau se f inance came largely f rom the 
procyc l ically incl ined private banks , the debt bu ildup 
wa s extremely rapid and the later re striction very sever e ,  
with unu sually adverse con sequences  f o r  the country ' s 
devel opment . 

With regard to the government budget , s ince the 
ea rly 1 9 6 0 s Peru ha s confronted an a symmetry between 
rapidly g rowing demands on the state to perform economic , 
wel fare , and defense  functions and-- not with standing 
the real ob stacl e s  to expanding the tax base of a 
developing country--a perennial pol itical reluc tance to 
g ive it the f inanc ial wherewitha l to ca rry out th i s  
mandate . 2 Consequently , pub lic  current expend itures  and 
inve stment programs have been oversized ,  tax pres sure 
ha s tended to lag , state enterprises  have had to operate 
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on a l e s s  than commerc ial ba s i s ,  and the def ense e s tabl i sh­
ment has become di sproportional to the l evel of  develop­
ment of the country . Th i s  situation has been pos s ib l e , 
in part , becau se authorities cou ld a l l  too f requently 
sub stitu te f ore ign f inance for the hard pol it ical 
dec i s ions needed to g ive the s ta te the degree of f inanc ial 
autonomy it needed . Th i s  a rrangement would , of course , 
be sati sfactory if  continued and exponentia l l y  growing 
foreign f inanc e could be counted on , but the very pol icies 
that gave rise  to a need for fore ign f inance al so gradual l y  
undermined the creditworthine s s  of  the state that  wa s 
needed to sustain the credit flows . 

As for the external accounts ,  they have su f f ered 
f rom a long- term stagnation in the export sector , 
coupled with a h igh propens i ty to import . The export 
sector ' s  volume ha s been variou sly handicapped by factors 
such as uncertain pol icies  regarding the role o f  foreign 
investment in Peru ' s  a l l  important minera l sub sector , 
uncompetitive exchange rates , and ecolog ical disa sters 
( such as those a f f ecting f i sh ing ) . On the other hand , 
Peru ' s  procl ivity to import has been enhanced by over­
valued exchange rate s  and direct sub s idie s ,  unrea l i z ed 
expec tation s  regarding exportabl e  petrol eum reserves in 
the Ama zon j ungl e ,  ma s s ive arms purchas e s ,  overscal ed 
inves tment proj ects with h igh import content , s tagnant 
local food production , and- -more recently- -attempts to 
fol l ow the example of Southern Cone neighbors to open up 
the economy . Fore ign f inanc e ,  rather than f i l l ing the 
commerc ial gap , has often encouraged it to grow by under­
pinning pol icies tha t  inflated external disequ il ibria . 
Once aga in , if  f inance were eternally  available in 
exponential ly growing amount s ,  th i s  s ituation would be 
p e r f e c t l y  s a t i s f a c tory . Unfortu na t e l y , th e r i s e  to 
dominance of procycl ic commerc ial -bank f inanc e brought 
an ever more sensitive l ink between trends on the current 
account of  the balance of  payments and the behavior of 
capital f l ows , mak ing the economy even more vulnerable 
to crisis  and upheava l . 

The se themes wil l  recur throughout the paper . As 
to its organi za tion , the next three sections treat Peru ' s  
three modern borrowing cyc l e s  with private bank s ,  each 
with its credit boom and sub sequent cra sh : 1 9 6 5- 1 9 7 1 , 
1 9 7 2- 1 9 7 8 , and 1 9 7 9 - 1 9 8 4 .  The 1 9 7 2- 1 9 7 8  cycl e  i s  of  
spec ial importance becaus e  it gave r i se to the impres s ive 
external debt that  plagues  Peru and its creditors until 
th is very day . The last section wil l  provide a more 
conceptua l , or theoretical ,  explanation of  Peru ' s probl ems 
with its bankers , focus ing on a f l awed barga ining strategy 
both with regard to the country ' s  contraction of new debt 
and the reschedu l ing of  old debt . 
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THE F I RST ROUND OF INDEBTEDNESS : 1 9 6 5- 1 9 7 1  

As ha s been mentioned , Peru wa s one o f  the f irst 
countries in Latin America to e s tabl i sh a s igni f icant 
articulation with private banks ba sed on medium- term 
l ending . Al though both the magnitude of  the indebtedness  
and the qual i tative relations with the c reditors were very 
diff erent f rom what would follow in the 1 9 7 0 s  and 1 9 8 0 s ,  
it  i s  worthwh ile  to provide a brief overview o f  events 
in th i s  period . 

Peru ' s newly elected c ivil ian admin i stra tion , under 
the l eadersh ip of  Fernando Belaunde Terry , a s sumed power 
in mid- 1 9 6 3 . 3 I t  wa s ac t ivist and reformi st in spiri t ,  
representing a sharp invers ion of  the pa ssive role 
traditionally attributed to the state in an economy 
molded by l iberal princ iple s . � Pub l ic - s ec tor activity 
expanded rela tively fast  a s  ref lected by the fact that  
expenditure ( excluding amortization of  the deb t )  more 
than doubled over the period 1 9 6 3 -1 9 6 5 ,  and g rowth--even 
in real terms--rema ined sub stantial at more than 5 0  per­
c ent . 5 

The government encountered a lmo s t  immediate diff icul­
ties in the f inanc ial area . Whi l e  expenditures were 
pushed upward by an ambitious public  prog ram, revenues  
l agged due to  a narrow and relatively inelastic tax ba se 
and an extremely reca l c itrant congress  that refused to 
support the government ' s  proposed tax reforms . The con­
sequenc e wa s a cons iderab l e  expans ion of the f i scal 
def ic it ; the accounts went f rom be ing roughly in balance 
in 1 9 6 2- 1 9 6 3  to a def ic it o f  nearly 5 percent of GOP by 
1 9 6 5 .  Thi s ,  of  course , contributed to price instabil i ty 
as  the rate o f  inf lation reached 1 6  percent in 1 9 6 5 ,  
compared to the average rate of 7 percent for 1 9 6 1- 1 9 6 4 . 
On the externa l s ide , imports grew rapidly on account o f  
the government investment program and the overva lua tion 
of  the sol , while  export performance slumped- -after the 
rela tive boom o f  the early 1 9 6 0 s--as  both volume and unit 
pric es slackened . Consequentl y ,  the trade accoun t ,  
wh ich h a d  tended toward equ i l ibrium at the beg inning o f  
the decade , reg i s tered a def ic it equiva l ent t o  1 2  per­
c ent of export earnings in 1 9 6 5- 1 9 6 6 ;  meanwh i l e  the 
current account def ic it rose f rom . 7  perc ent of GDP in 
the 1 9 6 0- 1 9 6 4  period to nearly 4 percent by 1 9 6 5- 1 9 6 6 . 

The government made cons iderab le  use o f  foreign 
f inance . By 1 9 6 7  the publ ic external debt a s  a percentage 
of  product had nearly doubled its average of  1 9 6 0-1 9 6 4 , 
r i s ing f rom 6 . 5  percent to 1 2 . 2  percent . Peru took 
rela tively heavy recourse to f inance from fore ign 
suppl iers as refl ec ted in the fact that the partic ipa­
tion o f  these creditors in the pub l ic external debt wa s 
4 1  percent , c ompared to a Latin Amer ican average of 2 0  
percent ( see aga in Tabl e  1 4 . 1 ) . O f f icial government and 
multilateral lenders held another 44 percent of the publ ic 
deb t .  Private bank s ' partic ipation wa s relatively sma l l  



a t  1 1  percen t ,  but played a very important role at  the 
marg in o f  events . 
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Dur ing the period 1 9 6 4 - 1 9 6 8  pr ivate bank s provided 
c ontinuou s budgetary support to the government . In the 
midst of precariou s  f i scal and balance-of-payment s  
s i tuations , bankers came forth with many short-term 
bridge loans ( the exact  amount of which i s  diff icu l t  to 
determin e )  and medium- term c redits to the tune of roughly 
US$ 3 0  mil l ion annua l l y . The terms of l ending were 
relatively stif f : 1 . 5 0 to 1 . 7 5 percent over the u . s .  
pr ime rate for loans with a f ive-year maturity and grace 
periods of  one or two years . Most of the l ending wa s 
concentra ted in a handful of large , international l y  
experienced u . s .  bank s . 6 Al though l ending b y  U . S .  banks 
to LDC s  wa s not yet in vogue , the s e  institutions were 
attracted to Peru by famil iarity ( there wa s a long and 
large presence of u . s .  tran snational corporations- -TNC s-­
in the country ) , the government ' s  s ti l l  relatively l iberal 
economic reg ime , and the very attract ive price the 
author ities were wil l ing to pay for the l oan s . At the 
same time the bank s were quite cautious l enders : They 
u sua l ly ins i sted on the e s tab l i shment of escrow accounts 
for l oan s to semiautonomou s government agenc ie s . 

The continued bui l dup of economic dif f iculties , 
coupl ed with the reverse repayment flow stemming from the 
relatively hard l ending terms of foreign suppl iers and 
banks , soon culminated in seriou s  problems in 1 9 6 7  and 
open f inanc ial c r i s i s  in 1 9 6 8 . 

The bank s ,  now somewhat committed to Peru because  of 
earlier outstanding loans , continued to provide support 
to the government dur ing the cris i s . Short- term bridge 
loans were awarded , and bankers restructured their debt 
via the technique of ref inancing . Interestingl y ,  the 
banks a l so agreed to provide a new " standby credit" : 
U S $ 6 5  mi l l ion from u . S .  bank s  and US$ 2 5  mi l l ion f rom 
European institutions . However ,  the loan s ( never 
actually  drawn upon) , in addition to bearing the stiff  
terms noted earl ier , a l so carried some rather rugged 
conditiona l i ty .  The money wa s directly l inked to the 
ful f i l lment of the tough IMP standby agreements s igned 
by the government , and bank s imposed restrictions on 
pub l ic- sector foreign borrowing that were simi lar to the 
terms l a id down by the IMP itsel f . The IMF put a virtual 
ha l t  on borrowing for maturities of between 1 8 0  days and 
1 0  yea rs and placed strict l imits on loans with a maturity 
o f  between 1 0  and 1 5  years . 

An emergency economic law introduced in June 1 9 6 8  
( which included new tax measures )  came too late to save 
the government , which was suf f ering f rom an increas ing 
lack of popularity due to its economic problems and to 
the controversy over the handl ing of a long-lasting 
dispute with an Exxon sub s idiary . In  October , the 
government fell  victim to a mil itary coup headed by 
General Juan Vel asco Alvarado . 
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The new government had a n  interesting obj ect ive : 
I t  sough t what it termed to be " a  th ird way " to develop­
ment that  would bridge the gap between capita l i sm and 
social i sm .  There wa s a dec l ared goal o f  reduc ing foreign 
dependenc e ,  reforming agriculture , and industria l i z ing 
via exports with emphas i s  on internal saving s for invest­
ment . The government a l so showed intere st in pursuing 
the stab i l i z ation e f fort initiated in the last days o f  
the previous government . 7 

Peru ' s  bankers took a cautious , i f  not hosti l e ,  
attitude toward the new government . After al l ,  it wa s 
very interventionist  and was engaged in vigorou s disputes 
with sub s idiaries o f  u . s .  enterpr ises  as  wel l  as  with the 
N ixon admini stration , which attempted to def end their 
interests . Ma j or commerc ial lenders awarded practically 
no new loans to Peru in the period 1 9 6 9 - 1 9 7 1 , thereby 
tacitly , if not expl icitly , cooperating with the foreign 
f inancial b lockade organ i z ed by the u . s .  admini s tration . 
Bankers did agree to re finance the ir pa st loan s ,  if for 
no other reason than fear that the new, more radical 
government might default on its debt s .  However , they did 
so on very onerous terms : Spreads were 1 . 7 5 to 2 . 2 5 per­
cent over ba se intere st rate s ,  maturities only 5 years , 
and grace periods a Spartan-l ike . 5  to 1 . 5  years . 

The private banker s ,  did , however ,  al ter their view 
of  the need for the protection of the IMF . The new 
mil itary government refused to renew the IMF standby 
agreement s igned by the Belaunde admini stration and set 
to exp ire in mid-1 9 6 9 . Fears o f  default , coupl ed with 
s igns o f  succe s s ful stab i l i zation , encouraged New York 
bankers to accede to Peru ' s  wi she s .  However ,  they 
advanced conditional ity of the ir own . E s sentially thi s  
consi sted of  extremely strict l imits on debt contraction 
through the f irst ha l f  of the 1 9 7 0 s ,  thereby hamstring ing 
the f inanc ing of the government ' s  ambitious investment 
program . 

The mil i tary authorit ies , fac ing the N ixon admini s­
tration ' s  pres sure on o f f icial  l enders ( which a l so 
adversely a f f ected guarantees for suppl ier s ' credit s )  
and restrictions by private banker s ,  found themselves 
in a f inanc ial stra itj acket . Intere sting l y ,  however ,  its 
stab i l i zation efforts in thi s  hostile external environ­
ment were relatively succes sful , restoring a degree of 
balance to the f i scal  and external accounts ,  a l l  whi l e  
achieving respectable  growth rates . 8 

THE SECOND ROUND OF INDEBTEDNESS : 1 9 7 2 - 1 9 7 8  

During the per iod 1 9 7 2 -1 9 7 8 , Peru ' s total foreign 
debt increa sed two and a hal f  times with practically all  
thi s  growth being attr ibutab le  to  borrowing by  the public  
sector . Total debt as  a percentage of product over the 
period started out at 6 9  percent , dipped to a low of 5 4  
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percent , and ended up a t  6 9  percent once again . There 
wa s ,  however , a dramatic boo st of the public  sector ' s  
share , as  its debt as  a percentage of product ro se from 
1 9  percent in 1 9 7 1  to 4 4  percent in 1 9 7 8  ( see Table 1 4 . 2 ) . 

The heavy borrowing by the state reflected events 
on both edges of  the Marsha l l ian s c i s sor s . On the demand 
s ide , the government as early as 1 9 7 1  had initiated an 
ambitious and now inward-oriented deve lopment strategy 
that impl ied a strong increase in inve stment , largely 
based on public  pro j ects , many o f  which were now targeted 
in productive sectors . 9 Al so to play an important part 
in the demand for foreiwn f inance was a vigorous mi l i tary 
arms purchase program . 1 

On the supply s ide , there developed a ma j or turn­
around in Peru ' s fortune s with foreign creditors . After 
1 9 7 0 , private banks , sub j ect to very l iquid balanc e s  in 
the Eurocurrency market and virtually  no restrictions on 
lending from thi s  platform ,  began to expand their hori­
zons to developing area s . I n  rea l i ty , LDC s--and Latin 
America in particular--became the last frontier in an 
extremely hectic internat ional expans ion o f  f inance 
capital that had been under way throughout the po stwar 
period . I n  thi s  expans ion many o f  the large , traditiona lly 
international bank s that had control led lending found 
the ir market share s being chal lenged by other large-
and medium- s i zed institutions that formerly had only been 
interested in the ir domestic markets .  Thi s global 
expansion , coupled with severe competition for new 
markets ,  worked to Peru ' s favor . 

The Initial Years 

In  1 9 7 2  Peru began to be the center o f  a competitive 
struggle among the bank s . On the one hand , petroleum 
deposits  had been found in the Ama zon region , wh ich gave 
rise to rumors about Peru becoming one o f  the large st 
oil producers in the world . On the other hand , the 
Velasco regime enj oyed a l arge mea sure of pol itical 
power and had managed to implement succes sful stabi l i za­
tion efforts . 

As noted earl ier , prior to 1 9 7 2  Peru ' s  acces s  to bank 
credit depended on the disposition of  a few large u . s .  
banks that were not very forthcoming with the new regime . 
However ,  some newcomer s  to international lending--U . S .  
regional , European , and Japane se institutions--were 
seek ing out markets not cornered by the big establ i shed 
banks and began to lend to Peru . A maj or actor in thi s  
regard was We l l s  Fargo of  Cali fornia , wh ich intere stingly 
had a former public  servant of  the Belaunde government 
as a high- level executive in the office  of international 
lending . 

The initial loans were quite lucrative for the new , 
more aggre s s ive lenders : 2 . 2 5 percent over LIBOR for 
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maturities between 4 �  and 6 �  years . These  terms were 
cons iderably higher than those that could be contracted 
with more coveted Latin American borrower s  where competi­
tion was stif f �  Bra z i l , for example , could regularly 
attract loans at 1 . 5  percent over LIBOR for 1 0-year 
maturities . However ,  a s  more lenders  became attracted 
to Peru , terms were enhanced for the country � price 
cutters such as  Wel l s  Fargo and Dresdner Bank were 
instrumental in driving down the cost of  borrowing in the 
early 1 9 7 0 s  ( see Table 1 4 . 3 ) . 

Table 1 4 . 3  Peru : Index of the Cost of Bank Borrowing , 
1 9 7 1 - 1 9 7 6  ( 19 7 5=100 ) 

1 9 7 1  1 9 7 2  1 9 7 3  1 9 7 4  1 9 7 5  1 9 7 6  

1 3 1  9 9  5 7  36 100 

Note : Based on consideration o f  the margin over LIBOR , the 
maturity , and commiss ions us ing the fol lowing formula :  

[ (C 1 /A1 ) + MI l /AI 
[ ( C /A ) + M l /A - 1 

o 0 0 0 

where C represents average f lat fees , A equa ls the amortization 
period� and � the average margin over LIBOR , all weighted by the 
face value of the loans . 

146 

Source : Based on data in Robert Devlin , Los Bancos Transnac iona1es 
y-e!:Financ iamiento Externo de America Latina ( Santiago , 1 980 ) . 

The euphoria in banking c ircles was such that a 
former pariah became the dar l ing of internationa l banks , 
eventual l y  ranking sixth among non-oil-exporting 
developing-country c l ients . The number o f  commercial 
lenders had ri sen f rom just twenty-seven in the late 
1 9 6 0 s  to nearly two hundred in the first half  of the 
1 9 7 0 s .  Net lending expanded dramatically  from slightly 
negative flows in 1 9 7 0- 7 1  to an average of  US $ 2 3 6  mi l l ion 
in 1 9 7 2 - 1 9 7 4 . Moreover , terms had shifted strongly in 
Peru ' s  favor : By 1 9 7 4  the country could negotiate margins 
near 1 percent over LIBOR for maturities o f  ten years , 
conditions only sl ightly l e s s  favorable than those 
of fered to prime developing-country c l ients l ike Bra z i l  
and Mexico ( see F igure 1 4 . 1 ) . 

Another advantage o f  the competitive struggle around 
Peru was that it broke the grips of the aforementioned 
f inancial blockade . With a l l  the new lending coming f rom 
the bank s , the N ixon administration ' s  e f fort to financial ly 
strangle Peru became increas ingly fruitle s s . The 
Peruvian government used new loans from the upstart 
banks to prepay the old loans granted by the big u . s .  
money center bank s that contained conditional ity with 
respect to new indebtedne s s  and hence handicapped the 



F igure 1 4 . 1  C ompari son o f  Marg i n s  and Matu r i t i e s  on 
Bank C re d i t s  for P eru , B ra z i l , Mex ic o , and B o l ivia , 
1 9 7 3 - 1 9 7 9 a 
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�Ave rage for pub l ic - sector borrowing weigh ted by va lu e s . 
P eru did not obtain l o a n s  in t h e s e  year s .  

Key to abbrevia t ions : B o l ivia ( B o ) , B ra z i l ( B r ) , 
Mex ico ( Mx ) , P e ru ( P r )  

Sourc e : Mex i c o  and B ra z i l : Wor l d  B ank , Borrowing 
in I nternationa l Capital Ma rke t s , Wash ington , D . C .  
( va r iou s numb e r s ) ; P e ru and Bol ivia : Rob e r t  D evl i n  

and Michael Mort imore , L o s  Bancos T ra n s n a c iona l e s , 
el E s tado , y el Endendami ento en B o l iv i a , Sant iago , 1 9 8 3 . 
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investment program . Moreover , the volume o f  bank l ending 
became so large a s  to di lute the ef fect o f  any restriction 
pl aced on off icial government and multilateral lenders . 
F inal ly , one by one , the big u . s .  money center bank s ,  
some more rapidly than others , began to renew lending 
to Peru ; they did not l ike to see an eroding share of 
the market in a country with a stable mi l i tary government 
and with prospects of ma j or o i l  exports .  Al so , the U . S .  
government , now sens ing Peru ' s  strategic importance a s  a 
potential o i l  exporter , sought and achieved a settlement-­
on the whole favorabl e  to p eru--concerning the investment 
di spute s  with the Velasco regime . 1 1  

The relationship with the pr ivate bank s  began to sour 
in mid- 1 9 7 5 . In essence , what happened was that the 
deterioration of basic economic indicators that had been 
hidden and in some re spects fac i l itated by abundant 
f inance now became more evident . Thi s , coupled with 
false  expectations with regard to the extent of  petroleum 
reserves , broke the bankers '  conf idence in Peru , and new 
l ending was stopped . 

Not surpri s ingly , the country was in crisis  again . 
On the f iscal front , the government let tax pres sure 
s l ide , in part because o f  exemptions provided to the 
private sector in attempts to win its conf idence and 
induce investment . The incentives , which could not over­
come the ideological contradictions between the inter­
ventionist regime and pr ivate busine s s , help to explain 
why tax revenue as  a percent of  product slipped below 
the 1 6  percent of GDP achieved in 1 9 7 0  as  a result  of  
the stab i l i z at ion ef fort then in force ( see Table  1 4 . 4 ) . 
Meanwhile , central-government expenditure , pushed upward 
by heavy investment , mil itary expenditure , and subsidies 
on food and fue l s , increased from 1 7 . 5  percent o f  product 
in 1 9 7 0  to 2 1 . 4  percent in 1 9 7 5 . The consequence of  
course was a cons iderably expanded defic i t ,  f rom 1 . 4  
percent to 5 . 6  percent o f  product over the period 
1 9 7 0 - 1 9 7 5 . ( For  the consol idated public  sector the 
def ic i t  rose to 9 . 7  percent . )  The relaxed f iscal situa­
tion contributed to the acceleration of  the average yearly 
rate of price increa ses , from the relatively modest pace 
o f  5 percent at the turn of  the decade to one of  24 per­
cent by 1 9 7 5 . 

The country ' s  external pos ition a l so eroded during 
the period of  mas s ive indebtednes s . On the one hand , 
the value of  import s showed remarkable growth , reaching 
an equivalent o f  23 percent of  product in 1 9 7 5 , compared 
to 16 percent in 1 9 7 0  ( see Table 1 4 . 4 ) . Thi s  growth was due 
primarily to an overs i z ed public- inve stment program : 1 2 the 
stagnation of local food production , sub s idies on 
es sential consumer items , the fixing of the exchange 
rate for seven years ( 1 9 6 8 - 1 9 7 4 ) , tari f f  rebates on 
capital imports , and mil itary outlays , which some 
estimates have put as high as the equival ent of 3 0  per-
cent o f  export earning s in the period 1 9 7 3 - 1 9 7 5 . 1 3  
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The proc l ivity t o  import wa s contra sted by a 
remarkably deteriorated export performance . Exports a s  
a percentage of  product dec l ined from a n  average of  2 0  
percent i n  1 9 7 0  to 1 3  percent by 1 9 7 5 ;  indeed the 
coe f f ic i ent regis tered in thi s  latter year was two- f i fth s  
l e s s  than the average recorded i n  1 9 6 0- 1 9 6 4  ( see Table 
1 4 . 4 ) . Several factors were behind thi s  weak performance . 

F irst , the long gestation period of the government ' s  
mineral pro j ects , coupled with uncertainty surrounding 
pol icies  vi s-a-vis fore ign private investment , was a 
factor . At the end o f  the 1 9 5 0 s  there were important 
investments in the mining sector , and their  coming on 
stream in the early 1 9 6 0 s  contributed to an export boom . 
But the impetus was not sustained . During the 1 9 6 0 s  a l l  
the perspectives f o r  new foreign investment were adversely 
a f fected by government commi s s ions examining charges  of 
excess  profits  in foreign mining f i rms and by plans to 
revise the l iberal 1 9 5 0  Mining Code . Consequentl y ,  a s  
Thorp and Bertram have put i t ,  an investment strike i n  
the Gran Mineri a took place . 1 4 Just when uncertainties 
were beginning to diminish and investment prospects 
improved , the 1 9 6 8  coup took place and brought with it a 
very nationa l i stic pol icy on the sub j ect of foreign 
partic ipation in the economy , further stifl ing investment 
in thi s  vital sector . In spite of the agreement that the 
Ve lasco government eventua l ly reached with the U . S . -owned 
Southern P eru Copper Corporation to develop a maj or 
depos i t  and two pro j ects  developed by state-owned mining 
companies , Peru was left  with a " window of  vulnerabi l ity " 
in its export sector unt i l  the late 1 9 7 0 s  because o f  the 
very long gestation period of these ventures .  

A second ma j or factor in the poor export performance 
was the al ready mentioned severely exaggerated expecta­
tions about petro leum . The government prematurely 
implemented a giant U5$1 b i l l ion trans-Andean o i l  pipel ine 
only to find out that avai lab l e  petroleum could barely 
reach one-hal f of  planned throughput . With petro leum 
fa i l ing to material i z e  in expected volume s ,  a gaping hole 
wa s left in the export structure . 

A third feature underlying s luggi sh exports was a 
l e s s  than vigorous dedication to export promotion . 
Neither the f ixing of the exchange rate nor high tariff  
wal l s  encouraged exports ,  and preva i l ing subs idy 
scheme s were less  than adequate to provide a counter­
balancing stimulus .  

F inal ly , Peru a l so suf fered from a certain degree o f  
ecological b a d  luck in the disappearance of the anchovy , 
a very important foreign-exchange earner . I t  i s  to be 
noted , however ,  that some mea sure o f  overf i shing took 
place in 1 9 7 0- 1 9 7 1 . 

Added to the deteriorat ing trade performance wa s a 
buildup of  payments for factor services . Peru ' s heavy 
recourse to bank debt brought with it the relatively 
higher intere st rates and shorter maturities that 
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accompany commerc ial indebtednes s . Th i s  wa s ref lected 
in the fact that the outf low of debt payments near ly 
tripled between 1 9 7 0  and 1 9 7 4 ; as a percentage of expor t s ,  
public  debt service r o s e  f rom 1 6  percent t o  3 0  percent 
( see Table  1 4 . 2 ) . Given the harsher terms o f  indebted­
nes s ,  the new government had to seek an exponential ly 
growing amount of  new credit j ust to fac i l itate payment 
of old debt and avoid a net outflow of f inanc ial resources . 

The a symmetry between import and export trends , 
coupled with growing debt- service obligations , had its 
counterpart in a bal looning current account def icit , 
which went from an average of  practical ly zero between 
1 9 6 8  and 1 9 7 0  to 11 percent of GOP by 1 9 7 5 . Thi s  
s i tuation wa s made pos s ible only b y  mas s ive lending f rom 
the bank s during the period , which masked the underlying 
deterioration in the balance of  payments .  Moreover , the 
l ending wa s suf f iciently voluminous not only to cover the 
de ficit but to ama s s  nearly US $ l  b i l l ion of gro s s  inter­
national reserves by 1 9 7 4 . Thi s ,  coupl ed with the 
relatively h igh growth rates of produc t ( see Table 1 4 . 5 ) , 
provided a sense of  security and wel l-be ing concerning 
the direction of economic pol i cy .  Indeed , in the midst 
o f  the oil c r i s i s  that rocked mo st non-o il-exporting 
LOC s , government authorities in early 1 9 7 6  expre ssed 
sati s faction that the world cri s i s  had not set foot into 
Peru . 

The 1 9 7 5- 1 9 7 6  Cri s i s  

Had Peru been able t o  sustain the mas s ive lending 
f rom private bank s ,  a policy best described a s  one of 
s imul taneous  pursuit o f  guns and butter would have been 
perfectly fea s ible . However ,  with the arriva l o f  private 
commerc ial bank s as  the overwhelmingly dominant source of 
externa l f inance , a new sensitivity devel oped between 
events on the current and capital accounts . I n  other 
words , private bank s are procyc lic  lenders ;  onc e the 
initial momentum of the euphoric expansion winds down , 
a country can be l e f t  vulnerabl e to a ma s s ive retreat by 
c reditors i f  economic parameters have moved way out of 
l ine and undermined the del icate conf idence of pr ivate 
bankers . 

Wha t perhaps detonated Peru ' s l atent c r i s i s  was the 
failure of Bank Herstatt of  Germany in mid- 1 9 7 4 ,  which 
set off a semipanic in international bank ing c ircles . 
Even though the bankruptcy was due to poor foreign­
exchange management and unrelated to LOC loans , nervous 
bankers restricted credit ,  and the terms o f  l ending 
underwent severe deterioration both with re spect to 
volume and condi tions . This in turn made more transparent 
the f inanc ial veil that had been draped over the internal 
and externa l structural weakne sses of the Peruvian economy . 
The world credit crisi s ,  together with the now evident 
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overestimat ion o f  the pro spects for petroleum i n  the 
Amazon and the depres s ive ef fects of a world reces sion , 
induced the banking system a s  a whole  to perceive that 
there was a problem in Peru and brought with it special 
attempts to restrict exposure in the country , serving to 
deepen the c r i s i s . 

P eru had to confront its probl ems in the context of 
an extreme dependency on its private bank s , an ironic 
situation g iven that one o f  the government ' s  maj or 
ob j ectives--and a factor beh ind the severe inves tment 
di sputes--wa s a search for autonomy f rom " foreign capital . "  
One ang le o f  thi s  dependency i s  presented in Table 1 4 . 6 .  
I t  can be seen that by 1 9 7 5  the net trans fer of  foreign 
f inancial resources was equivalent to more than 60 per­
cent of  the country ' s  " indigenous "  foreign-exchange 
earning capacity as repres ented by exports ; in other 
words , a very high percentage of  the country ' s  import 
capac ity depended on the tricky bus ine s s  of securing and 
ma intaining net f l ows from foreign creditor s .  A second 
indicator of dependency is s een in Table 1 4 . 7 :  By 1 9 7 5  
the gap between internal savings e f forts and investment 
rose to an ama z ing twelve points , s ix times greater than 
that prevail ing in 1 9 7 3 . But more importantly , it should 
be not iced that the gap wa s aggravated by a cons iderable 
substitution o f  foreign for domestic saving s a s  indicated 
by the marked dec l ine in the internal saving s  coeffic ient 
through 1 9 7 5 . 

What th i s  imp l i e s  i s  that the Peruvian economy wa s 
in a poor state to weather the storm once creditor s 
rep laced thei r  enthu siasm with caution . I t  can be seen 
from the data in Table  1 4 . 8  that a fter 1 9 7 4 private banks-­
by now Peru ' s mo st important creditor--began a progress ive 
and seriously deb i l i tating reduction of lending to the 
government . Th i s  nece s s itated an adj u s tment on Peru ' s 
part that , however ,  wa s slow in coming and qu ite dis­
organi zed . 

In August 1 9 7 5  the c r i s i s  contributed to a pol itical 
change a s  General Franc i sco Morales  Bermude z replaced 
General Vel asco as  head o f  state . With thi s ,  the 
" revolution" began to take on a more con servat ive tone . 1 5  
Late in the yea r ,  a new team con s i stent with the new 
orientation took control of the economy and attempted 
adj u stment in face of  a ma s s ive US $ 1 . 5  b i l l ion current 
account deficit and the l o s s  of  hal f o f  the country ' s  
gro s s  international reserves ( from US $ l  bil l ion at the 
end of  1 9 7 4  to l e s s  than U S $ 5 0 0  mil l ion at the end of  
1 9 7 5 ) . One of  its  first  mea sures was to deva lue the sol 
by 1 6  percent after seven years at a f ixed rate . 

The c r i s i s  worsened in 1 9 7 6 . At the beginning 
of the year some additional adj u stment mea sures were 
introduced . The government toyed with the po s s ib i l ity 
of  an IMF stab i l i zation program, but after informal 
contacts with Fund o f f icials  in Wa sh ington , authorities 
decided that the Fund ' s requirements were harsh and 
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Table 14 . 7  Peru : Savings / Inve stment Coefficients 

INTERNAL SAVINGS INVESTMENT 
GOP GOP DIFFERENCE 
( 1 )  ( 2 )  ( 1 ) - ( 2 )  

1 9 7 0  1 5 . 9  1 2 . 9  3 . 0  
1 9 7 3  1 3 . 9  1 6 . 0  - 2 . 1  
1974 1 2 . 3  19 . 5  - 7 . 2  
1 9 7 5  8 . 5  20 . 8  - 1 2 . 3  
1976 1 0 . 1  1 7 . 9  -7 . 8  
1977  8 . 2  14 . 1  -5 . 8  
1 9 7 8  1 1 . 2  1 2 . 5  - 1 . 3 
1 9 7 9  1 9 . 9  1 3 . 5  6 . 4  
1980 1 6 . 5  1 7 . 1  - 0 . 6  
1981 1 2 . 9  20 . 7  - 7 . 8  
1982 1 1 . 5  18 . 9  - 7 . 4  

Source : Banco Central de Reserva del Peru , Memoria 1 9 8 2 . 

pol itically r i sky for the new and somewhat uncertain 
regime . 1 6  Hence , the authorities approached their 
ma j or u . s .  bank creditors in a meeting in New York 
organized by Manufacturers Hanover Trust and attended by 
staf f  members from Bank o f  Amer ica , Citicorp , Wel l s  
F�, Cha se Manhattan , and Morgan Guaranty Trust . I n  
the meeting the Peruvians made a novel proposal : They 
sought a US$ 3 5 0- 4 0 0  mil l ion ref inance credit ( termed a 
ba1ance-of-payment s loan ) and proposed a stabil i zation 
program tha t would be impl emented without the IMF . 

The bank s at f irst  were re luctant to accede to the 
reque st . On the one hand , other LDC borrowers were al so 
confronting d i f f icultie s ,  and extens ion of f inanc ing 
without the presence of the IMF would establ i sh an un­
comfortabl e  precedent . Moreover , there wa s concern about 
how the bank s might monitor the program . But some 
inst itutions such as C iticorp felt that they could 
handle th is  monitoring proc e s s � there a l so was concern 
that unl e s s  they supported the new regime , the Velasco 
forces might regain contro l of  the government and/ or 
author ities would enter into default . S everal institu­
tion s  re s i sted the proposal , but in the end the Cit ibank 
coa l it ion prevailed . 

Having won the support of all  U . S .  bank s in Jul y ,  
the government wa s then i n  a po sition t o  gain the 
support o f  European , Canadian , and Japanese institutions . 
A bank ing committee wa s formed with repre sentative 
institutions from each regional bloc . Total f inance was 
to be US$ 3 8 6  mil l ion under the very severe terms of 
2 . 2 5 percent over LIBOR,  for f ive-year maturities with 
flat fees of 1 . 5  percent . 

The banks approached the monitoring probl em in the 
following way . The large banks in the committee were 
l argely respon sible  for eva luating the progre s s  of the 
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government ' s  program . An arrangement wa s made whereby 
the government would voluntarily provide the necessary 
report s and data for the eva luation of  the stab i l i z ation 
effort . A sense of  condit iona l ity was g iven to the 
agreement by providing for a two-tranche disbursement . 
The f irst tranche would be disbursed upon signing and the 
second in January 1 9 7 7 ,  with the l atter being contingent 
upon approval o f  75 percent of the creditors , weighted by 
the amounts authori zed .  

For Peru , the agreement--although expens ive--allowed 
it to avoid the IMF . I t s  stab i l i zation plan 1 7 had a l l  the 
trappings  of an IMF program--it  inc luded a 4 4  percent 
devaluation , budget cuts , price adjustment s ,  and so on-­
and wa s presented to the banks  a s  being a fair equival ent . 
But in fact it wa s a good deal softer than any such 
program . At least impl icitly the bank loans also  were 
conditioned by the requ irement that the government settle 
recent investment di sputes with two U . S .  f i rms , but the 
new government wa s d i sposed to a settlement in any event 
and the bank conditiona l i ty mere ly accelerated the 
process . 1 8  

As for the pr ivate bank s ,  they did a 3 6 0-degree turn . 
During the c redit boom o f  the early 1 9 7 0 s ,  conditiona l ity 
on private-bank loans had a l l  but disappeared . I t s  
appearance in 1 9 7 6  marked a return t o  practices of  the 
1 9 6 0 s .  Nor wa s the dec i s ion to extend conditional credit 
wi thout the IMF a new one : As noted in the section on 
1 9 6 5 -1 9 7 1 , from 1 9 6 9  to 1 9 7 1  bank s provided condi tiona l 
finance to Peru on their own . What wa s novel wa s that 
bankers took it upon themselves to monitor the whole 
economy and not j u st a few parameters l ike external debt . 

Al though some large bank s had the abi l ity to monitor 
the economy , and as a group banks ob j ectively en j oyed 
cons iderable l everage over government pol icy , the foray 
into IMF territory failed . Out s ide criticism of  the 
venture wa s strong and arose f rom concern about having 
private prof it-mak ing institutions monitoring the 
af fairs of a sovere ign government . The pos s ib i l ity for 
confl icts of  intere st obviou s ly loomed l arge . Also , 
given the magnitude of the disequi l ibrium upheld by the 
previously abundant f inanc e ,  a s  wel l  as the l ingering 
popu l i sm in the pol itical structure , authorities were 
unable  to muster the pol it ical cohes ion nece s sary to make 
the hard economic deci s ion s that  bankers wanted so tha t 
foreign exchange could be made available for the payment 
of  debt . 

With the stab i l i zat ion effort fal l ing short of  its 
target s ,  and the criticism about the role of  the 
commercial bank s in the economy mounting , these insti­
tutions withdrew the ir support for the government . Thu s 
the Moral e s  Bermude z reg ime entered into a second phase 
whereby the bank s returned to  more famil iar terrain and 
ins isted that Peru arrange a standby credit program wi th 
the IMF a s  a condition for the ref inanc ing o f  the 
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priva te debt . 

1 9 7 7- 1 9 7 8 : The C r i s i s  Deepens 

Once the bank s insi sted on an IMF " green l ight , " 
the government pa ssed down a long , c ircuitou s ,  and of ten 
highly confl ictive road to an agreement . In 1 9 7 7  the 
foreign-exchange c r i s i s  deepened 1 by the second quarter 
gro s s  international reserves had fal len to only about 
one month of import cover , and l arge upcoming payments 
were due to creditors . Reaching an accord with the IMF 
proved exceeding ly d i f f icult .  In mid- 1 9 7 7  new aus ter ity 
mea sure s were introduced 1 they met with strong public  
resi stance , however ,  and th i s  brought the rapid f a l l  of a 
recently instal l ed f inance mini ster . In late 1 9 7 7  a new 
economic team- -under severe pre s sure from bankers , who 
refused a l l  credit except for last-minute short-term 
rol l overs to avoid a technical default-- reached an 
agreement with the IMF implying adjustments tha t  were 
extremely amb itiou s . Fol lowing the agreement , bank s 
consented to the extens ion of new ref inance credits . 

However ,  as  many expected , the IMF program targets 
were not met , and in early 1 9 7 8  both the IMF and the 
banks withdrew their  financial support again . Faced with 
embarra s sment over the IMF f ia sco , continuous strikes 
and demonstrations over austerity measures , and an ex­
treme scarc ity of  fore ign exchange ( the country was now 
tak ing recourse to part of its gold reserves 1 9 ) , there 
wa s another change of  the economic team in May 1 9 78 . 
With the introduction of new austerity mea sures ,  street 
riots broke out in L ima . In  order to stern the drawdown 
of gold re serve s ,  the new economic min i ster quickly 
arranged US$ 2 6 0  mi l l ion in " swaps "  from fr iendly Latin 
American central bank s . 2 o After midyear , broader inter­
nat ional support wa s obtained . A compensatory f inance 
agreement and a more real istic standby accord provided 
US $ 3 l l  mill ion of re sources  from the IMF , and the private 
bank s agreed to rol l over for 1 8 0  days US $ 1 8 6  mil l ion in 
debt- service payments . 2 1 Toward the end of the year the 
economic team, now enj oying a degree of credib i l ity with 
respect to its economic program, arranged a Par i s  C lub 
meeting that resul ted in the reschedul ing of 9 0  percent 
o f  the payments of princ ipal owed to OECD governments 
for 1 9 7 9  and 1 9 8 0  ( US $ 2 l l  mil l ion and US$ 2 4 8  mil l ion , 
respectively ) . Debts of  US $ 1 5 4  mil l ion due to the 
socia l i st countries  in 1 9 7 8 - 1 9 8 0  and US$ 3 5  mi l l ion due 
to Vene zuela in 1 9 7 9  were restructured as wel l . 2 2  
Fina l ly a ref inanc ing accord wa s reached with the private 
banks for maturities fall ing due in 1 9 7 9  and 1 9 8 0 ,  for a 
total o f  US$ 7 2 2  mil l ion ( see Tab l e  1 4 . 9 ) . 

By the end of 1 9 7 8  Peru wa s wel l  on its way to 
order ing its  f inanc ial affairs . However , the country 
had paid a very h igh pric e . Moreover , Daly has shown 
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that the adj ustment over 1 9 7 5- 1 9 7 8  wa s rather perverse 
and ach ieved to a l arge extent by exogenous factors . 2 3 
Peru ' s  balance-of-payments s i tuation was greatly a ided by 
the f a l l  in aggregate demand brought by fall ing real 
wages , cutbacks in investment and import s ,  and negative 
growth o f  product ( see Tabl e 1 4 . 5 ) . Al though there a l so 
was an enhancement o f  export performance ,  thi s  rested to 
a large degree on the coming on stream o f  investment 
pro j ects  in the copper and petro leum sectors initiated 
wel l  before the adj ustment e ffort . Meanwh i l e ,  net 
negative transfers of  f inancial  resources were received 
from private bank s during the heat of the c r i s i s  ( see 
Table 1 4 . 8 ) , an event that undoubtedly contributed to the 
forced and disorderly nature o f  the adjustment process . 

I t  may be noticed f rom the data in Tab l e  1 4 . 8  that 
the sharp inversion o f  bank f inance in 1 9 7 7- 1 9 7 8  was to 
some degree off set by new suppl iers ' credits and govern­
ment loans . However ,  these loans did not provide much 
rel ie f  inasmuch as they were largely for the purcha se o f  
arms abroad ; indeed in 1 9 7 7 -1 9 7 8  these purcha ses were a s  
large a s  i n  the previou s four-year period . In  1 9 7 7  they 
more than doubled with respect to 1 9 7 6  due to the 
acquisition of Soviet warplane s .  Even though such pur­
chases f e l l  in 1 9 78 along with other import s ,  they re­
mained approximaely 4 0  percent above their 1 9 7 6  level 
and had increased the ir participation in imports f rom 
1 3  percent to 2 3  percent . 

THE THI RD ROUND OF INDEBTEDNESS : 1 9 7 9 -1 9 8 4  

Peru ' s fortunes turned around dramatically i n  1 9 7 9 . 
Although erratic and negative in character , the economy 
did ach i eve an adjustment over the period 1 9 7 6 - 1 9 7 8 . 
Moreover , a s  mentioned earl ier , output f rom mining 
inve stment s wa s now on stream ,  and petroleum f rom the 
Ama zon , al though wel l  below expectations , was now being 
produced at a rate of about 1 3 5 , 0 0 0  barre l s  a day , allow­
ing Peru to become a net exporter to the tune of approxi­
mately 6 0 , 0 0 0  barrel s  a day . 2 4 When OPEC prices under­
went their second ma j or adj u stment of the decade in 1 9 7 9 , 
Peru experienced a large windfall  profit . The petrol eum 
bonanza , coupled with better prices for a lmost  a l l  
ma j or mineral exports , contributed t o  a 3 5  percent rise  
in the terms of  trade in  1 9 7 9  after a fal l of  20  percent 
in the two preceding yea r s  ( see Table  1 4 . 5 ) . The 
improvement of  the purchas ing power of  exports ( which 
incorporates the effect of volume as wel l  as pric e s )  rose 
even more dramatically : 5 4  percent . 

The sudden and unexpected burst o f  foreign-exchange 
earnings ,  coupled with the stemming o f  dol lar out f lows 
via the earl ier debt renegotiations , produced an extremely 
l iquid bal ance o f  payments :  The current account ran its 
f i rst surplus since 1 9 7 0  ( US $ 9 53 mi l l ion ) and the overal l  
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balance o f  payments had a surplus o f  US $ 1 . 6  bil l ion . 
The export boom a l so had a strong po s it ive e f fect on 
publ ic savings as  nonf inanc ial public- sector revenues 
ros e  by 25 percent in real terms . (As a proportion of 
GDP they increased f rom 42 percent in 1 9 7 8  to 4 7  percent 
in 1 9 79 . )  Thi s  occurred s imul taneously with the s tag­
nation of  private consumption , cau s ing internal saving s 
to swel l  to 2 0  percent of  GDP ( more than doubl e  the level 
o f  1 9 7 7 ) , g iving rise to a cons iderable excess  of  saving s 
over investment for the f irst time in severa l years 
( see Tab l e  1 4 . 7 ) . 

With the new inf lux of  l iquidity Peru could once 
aga in increa se import s ( their volume rose by 5 percent ) , 
and the economy grew by 4 percent ( see Tabl e 1 4 . 5 ) . 
De spite what had ' been an extremely con f l i c tive relation­
ship with private bankers during the 1 9 7 6 -1 9 7 8 cris is , 
these institutions ,  sens ing the turnaround , now once 
again began to actively court Peru a s  a c l i ent . US $ 4 6 3 
mill ion o f  new pub l i c i z ed Eurocurrency credits were 
organi z ed for the government . 2 5 Typical conditions were 
1 . 3 7 5  percent over LIBOR for maturities of f ive years . 

Peru ' s  l iquidity s ituation wa s such that authorities 
took some bold initiatives on the debt . First , they 
wa ived the renegotiation of 1 9 8 0  maturities with the Par i s  
Club . Then they prepa id in January 1 9 8 0  the US $ 3 6 3  
mil l ion loan related to the bank refinancing o f  1 9 7 9 
maturities ; at the same time , practical ly a l l  short-term 
foreign Centra l Bank debt wa s paid ( US $ 3 0 4  mil l ion) . 
Furthermore ,  a new agreement wa s reached wi th private 
bankers to the terms of  the re f inancing of 1 9 8 0  maturities 
( see footnote b of Tab l e  1 4 . 9 ) . The strategy wa s related 
to two ob j ectives . F i rs t ,  the prepayment of the 1 9 7 9  
loan allowed the government to get rid o f  a relatively 
co stly credit ; the renegotiation of  the terms of  the 1 9 8 0  
re f inanc ing represented Peru ' s use  o f  its improved bargain­
ing position to ga in better conditions . Second , it wa s 
reported in j ourna l i stic c irc les  that the authorities 
wanted to reduce external l iquidity at a time when 
apparently there were pres sures from the mi l i tary to 
pursue more arms purcha ses . 

In  July 1 9 8 0 ,  a f ter twelve yea rs of mil i tary rul e ,  
a new c ivil ian government , headed aga in b y  Fernando 
Belaunde Terry , as sumed o f f ice . Thi s  brought with it an 
economic pol icy that built  on and intensif ied the market 
( and the apertura or l ibera l i z ation)  orientation that be­
gan to take hold dur ing the Mora les Bermudez reg ime . 
The fundamental short- term ob j ectives were the curbing 
o f  inflation (a prob lem tha t wa s never overcome in the 
Morales  Bermude z period ) , incentives for renewed 
dynami sm and l eadership on the part of the private 
sec tor , and l ibera l i zation of  imports as a way to improve 
the competitiveness and e f f ic iency of Peruvian industry . 

The new government also  had another interest ing 
ob j ective : pursuit of a more cautious borrowing strategy , 
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suggesting that countries do learn f rom bad experiences . 
Author ities seemed to recogn i z e  the di sorderly and 
counterproduct ive nature of foreign indebtednes s  in the 
1 9 7 0 s , hence the ra i s ing of internal saving s ,  the � 
ante programming of  debt contraction , the seeking out of  
l onger maturities and softer conditions , e spec ial l y  via 
more active use of  o f f ic ial  and multilateral sources o f  
debt , a n d  a general reduction o f  the weight o f  the debt 
in the economy were guidel ine s for pol icy . 2 6 In the 
face of the considerabl e  external l iquidity of 1 9 7 9 - 1 9 8 0  
( g ro s s  reserves were nearly US$ 2 b il l ion by mid- 1 9 8 0 ) , 
authorities- - in contra st to the 1 9 7 0 s- -pursued an anti­
cyc l ic stance and contracted only US$ 1 8  mil l ion o f  net 
bank debt , while  short-term obl igations showed very 
modest growth ( see Tab l e s  1 4 . 2  and 1 4 . 8 ) . Moreover , in 
April 1 9 8 1 , the government--a iming to reduce the cost 
of  externa l debt , to improve the structure of amorti za­
tion , and to enhance Peru ' s f inanc ial image--dec ided to 
prepay US$ 3 59 mil l ion corresponding to the ref inanced 
1 9 8 0  maturities with the banks and replaced them with 
credits on better terms f rom Morgan Guaranty (US$ 1 5 0  
mil l ion ) , Wel l s  Fargo (US$ 1 2 0  mil l ion ) , and Manufacturers 
Hanover (US$ 1 2 0  mil l ion ) . Concomitant with thi s  strategy 
wa s an e f fort to mobil i z e  loans from o f f ic ia l  and mul ti­
latera l l enders  that culminated in a July 1 9 8 1  World Bank 
Con su l tative Group meeting in Pari s  for support of the 
1 9 8 1- 1 9 8 5  public  investment program compri s ing US $ 4 . 5  
b il l ion in external f inanc ing . 

Thi s  behavior wa s not only cons i s tent with the more 
prudent borrowing strategy , but it a l so was concordant 
with the anti- inf l ationary struggle  that had a high 
priority in economic pol icy . There could as wel l  have 
been the additional motive of discouraging a rms purcha ses . 
In any event , the strategy back f ired somewhat a s  the 
buoyant external situation began to fade . On the one 
hand , pric e s  for ma j or export produc t s  slumped ( the 
terms o f  trade f e l l  by 1 8  percent in 1 9 8 1 )  and the 
l ibera l i zation program, coupled with a sharp deteriora­
tion o f  the real effective exchange rate , 2 7  provided more 
pre s sure to import ( va lue ro se by 23 percent and volume 
by 1 0  percent ) . On the other hand , world interest rates 
began their unprecedented escalation ( LIBOR ro se to 5 
percent in real terms ) , and net intere st payments in­
creased 4 2  percent ,  absorb ing ful ly 19 percent of the 
nation ' s  export earning s . 2 8  Meanwh i l e , new loan s from 
international agenc ies--earmarked for pro j ects--encounter­
ed delays , induc ing balance-of-payments deficits ; by 
the third quarter of  1 9 8 1  gro s s  reserve s had fal len by 
hal f  to j u s t  US $ l  b i l l ion , l e s s  than three month s ' import 
cover . 

The advent of l e s s  buoyant externa l conditions exposed 
the somewhat cosmetic nature of the adju stment program of 
previou s years ; exogenous and temporary factors had 
we ighed heavily in the turnaround of  the economy , and 
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when these favorabl e  conditions d i s s ipated , the same old 
structural prob l ems in the Peruvian economy reappeared . 

Just when the government ' s  investment program wa s 
gearing up ( con sol idated publ ic- sector investment rose  
f rom 6 percent to  10  percent of  GOP between 1 9 7 9  and 1 9 8 1 ) , 
revenues growth became s l uggish : the overal l  public-sector 
def icit bal looned from 1 percent of GOP in 1 9 7 9 to more 
than 8 percent in 1 9 8 1 . L ikewi se , internal saving s 
slumped , and the saving s / inves tment gap widened to 
magnitudes not un s imilar to thos e  of  the Vel a sco period . 2 9 
F inally , a s  ment ioned earl ier , the real e f fective exchange 
rate accel erated its  move in an uncompetitive direction , 
having deteriorated by 2 4  percent with respect to its 
l eve l o f  1 9 7 8 . 3 0 These  events were accompanied by a ma j or 
turnaround in the fore ign borrowing strategy : In  the 
last  quarter of the year the government inten s i f ied 
borrowing and contracted new l oans of U5 $ 73 4  mil l ion 
( compared to a total of U5 $ 1 . 1 5 4  b i l l ion in the previous 
three �uarters ) ,  7 5  perc ent of which came f rom private 
banks . 1 

The d i f f icult yea r  of  1 9 8 2  proved to be the be­
g inning of  the worst economic crisis  in the postwar 
period . The pers i s tent internal structura l disequil ibria 
in the Peruvian economy were aggravated by a deepening 
o f  the recession in the DECO a rea ( the terms of  trade 
decl ined by another 13 percent ) , the per s i stence of very 
h igh real rate s o f  interest in the Eurocurrency market ,  
and the outbreak o f  a general i zed f inancial c r i s i s  in 
Latin America that adversely a f fected acces s  to bank 
credit . 

In  1 9 8 2  the government ' s  attention shifted f rom the 
control of inflation to bal anc ing the external accounts . 
Early in the yea r ,  authorities approached the IMF abou t 
the pos s ibil ity of  a standby agreement ; it wa s felt  that 
an IMF program , al though pol itical ly costly ,  would 
f ac i l itate the access to bank credit tha t wa s needed to 
close the now l a rge current account def ic it . Al so the 
exchange rate , which had been adj usted cautiou s ly but 
continuously , began to be devalued at a noticeably 
accelerated pace . 3 2 At the same time a very restrictive 
monetary po l icy was introduced , caus ing the sol share of 
the money supply to fal l by 9 percent in real terms . 3 3 
However ,  there wa s no success  in reducing the current 
account def ic i t ,  in part because imports were resi stant 
to compre s s ion on account of  publ ic- sector investment 
( now 1 1  percent of GOP ) and in part becau se of purcha ses 
o f  mil ita ry equipment .  

With the Mex ican f inanc ial c r i s i s  o f  August 1 9 8 2 ,  
private bank s  became reluc tant to lend to Latin America 
general ly , detonating unmanageable  payment s probl ems in 
most c ountries that had any degree of rel iance on private 
credit . Mex ico ' s  initiation of  a debt reschedu l ing with 
its private bankers wa s followed by a wave of petitions 
from other Latin American borrowers , overwhelmed as they 
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were by the combination of  record debt- service payments , 
and by a near hal t  in new net l ending , which destroyed 
the rol lover mechanism that had facil itated payment 
throughout the 1 9 7 0 s . 

Peru tried to isolate itself  f rom the rest of  the 
troubled borrowers in Latin America . I t  was the second 
of what wa s to become s ixteen Latin Amer ican countries 
( excluding Jama ica ) to agree to submit to an IMF adj u s t­

ment program, 3 �  providing bankers with the security of 
Fund conditional ity and a symbol o f  Peru ' s  seriou sne s s  
with regard t o  adjustment . Then , i n  the midst o f  a l l  the 
petition s  to reschedule  Latin American deb t ,  the Peruvian 
economic team attempted to d i stance the country f rom the 
phenomena by declaring on numerous occasions tha t  it woul d  
honor its  obl igation s punctua l ly and wou ld not follow the 
example o f  other countries that were seeking to restructure 
obl igations . Undoubtedly the economic authorities-­
several o f  whom had very close  ties to Wal l  Street- -
a l s o  thought that their  pro f e s s ional connections in world 
f inanc ial c ircles might help ins t i l l  conf idence in 
foreign bankers and permit Peru to distingui sh itsel f 
f rom the pack o f  s inking debtor countries in the region . 

I ronical l y ,  in the face of its deteriorat ing external 
accounts and a widespread state of internal di sequil ibrium , 
the only way Peru could , in fac t ,  honor its debts wa s by 
contracting new loans f rom the bank s to pay its old debt . 
Thi s  strategy became increa s ingly f ruit l e s s  a s  the 
country could not avoid the genera l i z ed f inanc ial 
depre s s ion fac ing Latin America f rom mid- 1 9 8 2  onward . 3 s 
However ,  for 1 9 8 2  a s  a who le , a con s iderable  amount of net 
borrowing was succes s fu l ly undertaken with the bank s  
( Tabl e 1 4 . 8 ) , and a s i zable net transfer of  foreign 
f inanc i a l  r e sourc e s  wa s achi eved ( Tabl e 1 4 . 6 ) . But th i s 
wa s done at the expen se of  a severe aggravation of  Peru ' s  
ongo ing debt problem ,  a s  loans could be secured only on 
increas ingly onerous terms . For in stance ,  in Janua ry 
1 9 8 2  Peru wa s charged L IBOR plus . 7 5 percent for a 
seven-year US$ 3 0 8 mil l ion loan l ed by Morgan Guaranty 
Tru s t . At the end of May 1 9 8 2  a US$ 3 2 0  mil l ion loan 
organi z ed by Wel l s  Fargo carried an average 1 . 3 7 5  percent 
spread for s ix-year maturities . By the end o f  December , 
however ,  Peru wa s paying 2 to 2 . 2 5 percent over LIBOR for 
f ive-yea r maturities . Moreover , medium-term c redit wa s 
increa s ingly diff icult  to secure , necessita ting a build­
up of  short- term debt ( see Table  1 4 . 2 ) , a l ethal event 
for a country trying to avoid a reschedul ing s ince thi s  
accelerates the reverse f l ow o f  debt payments . 

By early 1 9 8 3 , Peruvian authorities were ful ly 
drawn into the Latin American cris i s . Smal l  U . S .  bank s 
and Japanese institution s were now closing down short­
term l ines  of  credit as their conf idence in the country 
waned and they perceived Peru li a s  j u s t  another one of  the 
hal f - c o l l a p s e d  econom i e s  of Latin America . 11 3 6 Interest­
ingly ,  Peruvian economic authorities res i sted re schedul ing 
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to the end and i t  wa s C iticorp and Cha se Manha ttan Bank , 
Peru ' s  two large st  commercial  creditors ,  that forced the 
government ' s  hand . I n  ef fect , the se institutions worried 
that the Japanese and smal ler banks--with l e s s  of a 
commitment to internationa l lending- -would withdraw f rom 
Peru and transfer the r i sk s  o f  the country ' s  s ituation 
to the b ig bank s in who se portfol io Peruvian obl igations 
carried relatively more weight . 

In  fact the two bank s " counseled" author ities to 
dec lare a unilatera l mora torium on debt payments so that 
retreating institutions would be " l ocked into " the 
country ' s  fate . The plan cal led for a forced ref inanc ing 
of short- term deb t :  S ta rting on March 7 ,  1 9 8 3 , a l l  
amortization payments  were deferred . Short- term trade­
related debt fal l ing due between March 7 and May 3 1  
( a round US$ 5 0 0  mil l ion ) wa s deferred for 9 0  days beyond 
the orig inal date of maturity : public-enterpri se working­
capital debt ( U S $ 1 . 2  b i l l ion)  and private-bank short-term 
debt (US $ 3 0 0  mil l ion ) f a l l ing due between March 7 ,  1 9 8 3 , 
and March 7 ,  1 9 8 4 , were deferred for 3 6 0  days . The 
condition s of  the operation were 1 . 5  percent over LIBOR 
and flat  commi s sions of . 3 7 5 percent , plus 1 . 5  percent 
for commerc ial credit l ines . 

At the same time Peru reschedu led US $ 4 0 8 mil l ion of  
medium- term debt payment s fal l ing due between March 7 ,  
1 9 8 3 , and March 6 ,  1 9 8 4 . Addit iona l ly ,  the banking 
committee- - l ed by C iticorp and inc luding Cha se Manhattan , 
Manufacturers Hanover Tru s t ,  Banco Central ( Spa in ) , Bank 
o f  Nova Scotia , Bank of  Tokyo , Credit Lyonna i s ,  Crocker 
Nationa l Bank , and Na tional we s tmin s ter Bank- -were to 
organize  new loan s of US$ 4 5 0 mil l ion . The co st of these 
operations was 2 . 2 5 percent over L IBOR for eight-year 
maturities ( th ree years ' grace )  and flat  commi s s ions 
o f  1 . 2 5 percent ( an undisclo sed agent ' s  fee wa s al so 
paid) • 

The terms o f  the agreement were extremely stiff : 
equal to the most onerou s borrowing condition s recorded 
through the three aforementioned borrowing cyc l e s . How­
ever , the agreement f e l l  within the general f ramework 
of the rescue packages arranged by the bank s for other 
Latin American.  countrie s ,  which were characteri z ed by 
a marked rise  in the cost o f  debt upon reschedul ing 
obl igation s .  A compari son of  the conditions of medium­
term syndicated bank credits in 1 9 8 0- 8 1  with those of 
the 1 9 8 3  reschedul ing suggests a deterioration of the 
" negotiated cost"  of borrowing of 9 7  percent for Peru , 
wh ich , a l though lower than that  experienced by several 
other borrowers in Latin America , wa s neverthel e s s  very 
dramatic ( see Table 1 4 . 1 0 ) . As suming a L I BO R  of 5 per­
cent in real terms , the deterioration over the same 
period with re spect to real f inanc ia l cost wa s a hefty 
1 9  percent ( see f ootnote d o f  Tab l e  1 0 ) . 

Notwith standing the rescue package f rom the bank s ,  
a US $ l  b i l l ion Paris Club re schedu l ing later i n  the yea r ,  
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and the support o f  the IMF , Peru ' s  economy went into a 
tail spin . Intere st payments a lone repre sented more than 
3 1  percent of 1 9 8 3  export earning s ,  and al though the 
bank s e f fectively refinanc ed part of these  payments wi th 
the so-ca l l ed new loans , Peru had to generate a trade 
surplus to help f inanc e the balance of  these payments . 
Th e surplus ( estima ted at US$ 1 3 0  mil l ion ) 3 7 had to be 
ef fected in an environment o f  depre s sive world trade and 
severe natural disasters in Peru ( f l oods in the north 
coast , droughts in the Altiplano ) , and the we ight of 
adjustment fel l on imports : E s t imates have it that  
volume decl ined by  27  percent in 1 9 8 3 . I t  i s  not sur­
pri s ing that per capita income fell  by an ama z ing 14 per­
cent ( to th e level recorded in 1 9 6 2 3 8 ) ,  underemployment 
exceeded 50 percent of the work force , and- -in the face 
o f  an average rate o f  inflation o f  I I I  percent- - real 
wages fell  sharply . Al s o ,  the government wa s unab le to 
comply with the IMF program targets ; at the end of 1 9 8 3  
i t  had to begin negotiations for a new agreement . Peru 
entered 1 9 8 4  fac ing severe soc ial unrest of both a 
pol itical and an economic nature . Furthermore , in the 
midst of these d i f f iculties there were reports man ifest­
ing another o f Peru ' s perennial prob l ems : The mil itary 
wa s seeking to purcha se f igh ter pl ane s worth US$ 7 0 0  
mil l ion . 

Fina l l y ,  in February 1 9 8 4  P eru reached a tentative 
settlement with its 2 8 0  private bank s for payments fall­
ing due that year . Peru ' s  advisory committee had 
apparently agreed to restructure US $ 1 . 5 6 b i l l ion . Th i s  
involved US$ 9 5 0  mill ion o f  short- term working-capital 
obl igations that were to be converted into medium- term 
debt and another US$ 6 1 0  mil l ion o f  maturities fall ing due 
in the period March 1 9 8 4 --July 1 9 8 5 .  The terms would 
be nine years of  amorti zation including f ive years ' 
grace , at 1 . 7 5 percent over LIBOR ( information is  not 
ava ilabl e on commi ssion s ) . At the same time , trade­
related short-term credit l ines were to be rol l ed over 
unti l  November 1 9 8 5 . 3 9  These conditions , for rea sons 
to be expla ined in the next section , are much softer than 
tho se in effec t  in the first round of  reschedu1 ing s .  

PERU AND THE BANKS : SOME THEORETICAL 
AND PRACTICAL I SSUES 

Th i s  sect ion wil l  briefly addre s s  some of the 
conceptual i s sues behind Peru ' s  debt probl ems . The f irst 
part wil l  outl ine what is fel t to have been an erroneou s 
borrowing stra tegy by the Velasco reg ime that wa s 
re spon s ib l e  for the initial debt bu ildup that ha s under­
lain much o f  Peru ' s current diff icultie s . The second 
part wi l l  suggest that Peru ( a s  wel l  as other Latin 
American countries ) perhaps mi s interpreted the proper 
theoretica l  framework for undertak ing the reschedul ing 
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exerc i se s . 

Supply-Led Indebtedne s s  

In  deal ing with private bank s ,  borrowers mus t  remember 
that  commerc ial l enders are very exposure consciou s . � o 
Thu s banks are e specially  attracted to what might be 
termed " virgin borrowers , "  countries that meet some 
minimum standard of creditworth ine s s  but have l ittle or 
no exposure with the l ending institution . For a bank , 
a dec is ion to l end under the se c ircumstances i s  an 
extremely easy one : Portfol io diversif ication mean s  the 
cost of running the risk of a new loan is nominal , wherea s 
the profitab i l i ty o f  the loan can be cons iderable  s ince 
new borrower s  often must pay stiff premiums on the ir 
loans ( a s  did Peru in 1 9 7 2 )  unti l  the i r  recognition 
factor is h igher and competition among the banks f l attens 
out the price structure of  cred i t .  But a s  the borrower ' s  
partic ipa tion in the portfol io o f  the bank rise s ,  the 
l ender can become more consc iou s of exposure con sidera­
tion s , and enthu s ia sm for new loans shi f t s  into greater 
degrees of  reticence . In these circumstance s  barga ining 
power s lowly sh ifts  to the l ender : As the eagerness to 
l end become s relatively l e s s  pronounced , the eagerne s s  
t o  borrow is o n  the rise , if f o r  n o  other rea son than to 
rol l over the exponentia l ly growing debt- service payments 
to the bank s . These exposure con s ideration s--and the 
consequent ero s ion of the bargaining power of the 
borrower--can be o f f set only by an improved image of 
creditworth ine s s ,  an expanded supply of deposits  in 
international f inanc ial markets , new entrants to inter­
national l ending that inten s i fy competition , or new 
premiums on the price of the loan . But even here the re 
i s  a l imit to the grant ing o f  credit given any capital 
and reserve structure o f  the l ending institution . 

Thi s  evolution of  bargaining power i s  illustrated 
in F igure 1 4 . 2 .  The f igure repre sents two potential 
points in the borrowing cyc l e ,  l abeled a and b .  I t  i s  
a s sumed tha t the number of  l enders , the-level-of inter­
national l iquidity , and the perceptions of c reditworthi­
ness rema in unchanged throughout the cycl e .  

On the hori zontal axes  there is borrowing B by a 
country and lending L awarded to it by the banks in 
period ! ( obviou s lY ' -�t = �t ) ;  on the vertical axes  are 
the borrowing requirements and loan availabil ity for 
the country in the sub sequent period t + 1 .  On the 
bas i s  o f  the amount borrowed and l ent-in period t ,  a 
certa in pr ice for credit is  establ i shed; at thi s-g iven 
price future borrowing and l end ing become a func tion of 
the previou s  period ' s  borrowing and l ending . The second 
derivative of  the borrowing function is po sitive , 
reflecting the fact that there i s  an increa s ing 
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propens ity to borrow a s  a re sult  o f  expanding ab sorptive 
capac ity in the country and the growing requirements for 
the ref inanc ing o f  old debt . For the bank s ,  however , 
the second derivative i s  negative , ref l ecting exposure 
and risk cons iderations as the country ' s  po sition in the 
banks ' loan portfol io rise s . 

S egment ( a )  of  F igu re 1 4 . 2 depic ts an early pha se 
in the borrowing cyc l e . In  period t the country has 
borrowed B , and the bank s have lent an identical amount 
�l ' the trlnsaction being c l eared at a given market pr�ce . 
For reasons of the asymmetry o f  scale between the bank1ng 
system and an individual borrowing country at thi s  given 
pric e ,  what the bank s are abl e  to l end in period t + 1 
(�2 ) i s  cons iderab ly more than what the country is able 
to effectively demand (�2 ) .  Thi s  i s  not a stab l e  situat­
tion . I n  e f f ect , private commerc ial bank s  are very 
concerned about thei r  market po s ition vis-A-vis competing 
institutions � bank s wil l  therefore seek to gain a footing 
in the demand-constra ined credit flow .  Thus , in the 
initial periods of borrowing where �t+l > �t+l the 
country can a f fect the terms of  credit ( both the price 
and nonprice component s ) . In  other words , the country ' s  
bargain ing pos it ion i s  potent ia l ly very strong . To the 
extent that there are new entrants to international 
lending ( a s wa s the case in the 1 9 7 0 s � 1 ) the barga ining 
power of the borrower is further enhanced . 

C eteri s  paribus , the country ' s  situation can 
deteriorate a s  the demand for credit rises . Segment ( b )  
o f  F igure 1 4 . 2 di splays a potential po sition i n  an 
advanced stage of the borrowing cyc l e . Here the demand 
for credit ha s been pushed beyond point 0', and negotiat­
ing power has dec i s ively sh i f ted in favor-of the l enders 
a s  future borrowing needs exceed ava ilab l e  loans . The 
terms of credit ( both price and nonprice ) can now 
severely deteriorate for the borrower s imul taneou sly with 
a restriction in supply . 

In v iew of the forego ing , an advantageous strategy 
for the borrower dur ing the course of  a credit cyc l e  i s  
t o  locate itsel f in or around the area F ' G ' - - the max imum 
divergence between demand and ava i lable-supply of credit 
and hence the stronge st bargaining po sit ion-- and sti l l  
ma inta in a n  adequate growth of  the flow o f  credit for 
investment and f inance need s . One pos s ible  strategy is  
to a s suage the growth o f  the demand for foreign credit 
via increa sed domestic saving s , thus shifting the 
curve OOBt+l downward and to the right and enhanc ing 
overal l barga in ing power . But there also  is  a " d ividend" 
to thi s  strategy : Ra i s ing domestic saving s wi l l  probably 
improve the image of  creditworthine s s  and shi f t  the curve 
OOLt+l upward and to the left , as would any po l icy that 
improve s that image .  The net ef fect , then , i s  a broaden­
ing of  the opportunity for new borrowing under favorabl e  
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terms . 
What we posit  here i s  what might be termed an active 

and " defen s ive"  borrowing strategy vis-a.-vis the banks . 
In the face of  a rapidly expanding supply o f  bank l oans , 
a country should attempt to keep the bank s " on the hook " 
by minimi z ing the share of  foreign commercial resources 
in the f inanc ing of  development . Thi s  i s  done through 
the rai s ing of domestic saving s , the promotion of exports , 
the e f f ic ient minimi z ing of foreign content in pro j ects , 
the estab l i shment o f  extremely contro l l ed interface with 
commerc ia l creditor s , and so on . E s sentia l ly what is  
being exploited here i s  the princ iple that private bank s 
are mos t  eager to lend to borrowers that do not need 
the resource s .  

Peru , during the Velasco regime , pursued pol icies  
that were not in accordance with such princ iple s , and in  
the absence o f  some prec ise  countervai l ing strategy the 
country eventua lly put itself  into the deteriorating 
bargaining pos ition pictured to the right of  point D in 
Figure 1 4 . 2 .  The regime correctly viewed the bank loans 
as  a new and timely instrument to support its obj ectives , 
yet it did not rea l ize  that the instrument cut s two ways  
and that when employed care l e s s ly , it could actual ly run 
counter to obj ectives and undermine an entire po l itical 
program directed at reducing foreign dependency . Instead 
o f e stab l ishing a carefully planned defensive relation­
sh ip with the bank s ,  the pub l i c  authoritie s ,  in moments 
o f  obj ective bargaining strength , became engu l fed by the 
forces of the market , thereby letting enthusiastic 
bankers dictate the volume of  credit . 

In fac t ,  once authorities received favorable  s igna l s  
from the commerc ial banks , they d i d  not estab l i sh a 
reserved borrowing po sture , but rather readily accepted 
a l l  the credit avai lable  to them regardless  of whether it 
cou ld be deployed e f f i c iently or not . Moreover ,  the 
situat ion wa s aggravated by the fact that private bank s 
evidently do not seriou s ly evaluate government-guaranteed 
pro j ects and that they di spl ayed an ama z ing wil l ingne s s  
t o  extend free dispo s ition credits during the Ve lasco 
period ( see Tab l e  1 4 . 1 1 ) , � 2 all of  which es sentially 
allowed borrowing to be delinked from ef fective absorpt ive 
capacity . 4 3  As a consequence , overborrowing took plac e ,  
that is , borrowing i n  excess  of absorptive capac ity 
( productive use o f  re source s ) . When overborrowing 
occurs , fore ign capital does not necessarily tran s l ate 
itself  into a larger economic surplu s ,  but rather can 
encourage a misal location and wastage of resources through 
increased consumption and imports , speculation and in­
flation , as  we l l  as  capital f l ight . It al so can culminate 
in loss  o f  creditworthine s s  and economic crisis . 

I n  effect , a mas s ive influx o f  loans that exceeds 
product ive po s sib il ities can convert itsel f into an 
opiate that provides a false  sense of security and hides 
the need for ad j u stment in economic pol icy . Ju st prior 
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Tab le 1 4 . 11  Peru : Dis tribution of Commerc ia l Bank Loans 
According to Purpose , 1971- 1976 

Capital Free Dispo- Nation-
Goods Other Refinance sition a1iza-

Imports Imports Credits Credits Pro j ects tions 

2 . 0  0 . 1 48 . 6  27 . 8  14 . 7  6 . 1 

Note : Exc ludes loans with export credit guarantees 

Other Total 

0 . 7  1 00 . 0  

Source : Robert Devlin , Los Bancos Transnaciona1es y e 1  
Financiamiento Externo de America Latina : L a  Experiencia del PerU , 
1965-1 976 ( Santiago , 1980 ) , p. 8 6 . 

to ga ining acces s  to credit from international bank s the 
Velasco regime di splayed a credible  performance in 
stabi l i z ing the internal and external accounts . However ,  

� th i s  e f fort s lackened cons iderably once authorities 
confronted a seemingly end l e s s  flow of bank loans . 
Consumption went on the r i se ; export coeffic ients dec l i ned 
dramatical ly in the face o f  expanding import coef f ic ients ; 
tax pres sure s tagnated or f e l l  while  pub l ic- sector deficits  
reached h ighly inflationary leve l s  and exchange-rate 
parities encountered marked deterioration . Al l thi s  was 
sustainable  a s  long as  flows of commercial  bank loans 
and international commodity prices were h igh . However ,  
the latter are notorious ly transitory , and the volume of 
bank loans i s  itself very sensitive- -albeit  with a 
deceptive lag--to the l evel of  these prices and current 
account deficits  more genera l l y . The current account , 
of course , i s  in turn adversely affected by the relaxa­
t ion o f  monetary , f i s c a l , and exchange- rate d i s c ip l ine 
that the bank loans themse lve s fac i l i tated . In  sum, 
author ities failed to rea l i ze the contradiction between 
ma intenance of the growth of  bank loans and deterioration 
of basic economic parameters . Eventual ly the contra­
diction between eroding creditworthine s s  and growing 
exposure l ed the bank s  to react , and only then did the 
l atent economic crisis  come into ful l focu s . 

Of  course the second Belaunde admin i stration attempted 
to correct thi s  s ituation . But the mountain of debt had 
already been accumul ated , making the task a difficult 
long-term venture . Moreover , attempts to rectify the 
situation were based to a large extent on very favorable  
external factor s that were unl ikely to  per s i s t ,  and the 
advent of a prolonged world reces sion and restrictions 
on acces s  to new credit quickly put Peru back in the so­
called debt trap with its consequent pol itical and socio­
economic costs . 
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The C o s t  of Re schedu l ing : A Case o f  Monopo ly Rents 

I t  is  common practice 4 4  for p"rivate bank s to sharply 
ra ise  the pr ice o f  credit when forced ref inancing/ re­
schedul ing exerc ises  are undertaken . 4 5 Thi s  happened to 
Peru in 1 9 6 9 - 1 9 7 1 , 1 9 7 6 , 1 9 7 8 , and 1 9 8 3 . The bankers 
hav!3 given various market-oriented arguments to j ustify 
the practice , among them : ( 1 )  the market perce ive s more 
risk in the country and therefore demands a h igher price 
for the r ight to reschedul e �  ( 2 )  competition had driven 
the price of  credit too low ,  therefore necessitating an 
adjustment by the bank s during the relief  exerc i s e �  
( 3 )  the payment of  a higher price f o r  c redit i s  viewed as  

the best way to induce the bank s to reschedule and to 
grant future credit flows , and ( 4 )  the bank s must be re­
imbursed for the t ime and money spent on a reschedul ing 
exerc i s e . 

Peru and mo st countries in Latin America have 
traditiona lly accepted the se arguments and when faced 
with a reschedu l ing ,  they have acted as  if  they were in 
a market situation where the price of credit ha s ri sen 
s imply a s  a result of an upward shi f t  in the supply curve . 
Th i s  would appear , however ,  to be a mi sconception that 
has serious rami fications for pol icy during a rescheduling 
exerc i se . 

I t  must be remembered that pr ivate bank s develop 
loan portfolios under a s sumptions of risk . Risk i s  
evaluated and taken into account i n  two ways : portfol io 
diver s i f ication and r i sk premiums . Thus , when a bank 
lends it incorporates a risk premium into the price of 
the credit ba sed on its evaluation of the risk involved . 
Theoretically ,  should a borrower be unabl e  to pay , an 
e f f i c ient bank would have incorporated the r i sk into its  
portfol io and wou ld be in a po sition to  draw on the 
premiums if and when the r i sk materia l i zes . Moreover ,  in 
a competitive market s ituation , bank s would have to 
accept the losses  involved with having c l ients unable to 
pay , and bank s that had ine f f i c iently evaluated risk 
would go bankrupt becau se the premiums collected ( and 
diversif ication ) would not be adequate to absorb the 
materia l i z ed r i sk . 

Th i s  i s  what happened in the 1 9 3 0 s . When developing­
country borrowers were unab le to liquidate their bond 
obl igation s , creditors took heavy losses and some went 
bank rupt . Today , however ,  bankers can do someth ing that 
di spersed and anonymou s bondho lders cou ld not do at that 
time : coordinate their  act ion vis- a-vi s a borrower 
through the so-cal l ed bank ing advi sory committee . More­
over , there is  a strong incent ive for cooperation among 
the bank s  g iven the b inding nature of the cro s s-default 
clauses present in practically all  loan agreement s .  
In other word s ,  the bank s can group together in a bloc 
and ef fect a re schedul ing o f  the debtor ' s  obligat ion s to 
avo id a default  and losses . S een from th is angle , a 
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re schedu l ing ,  rather than being the curse that bankers 
o ften imply as  they j u s t i fy the h igh price of such an 
exercise , i s  a great " h i storica l privilege" that allows 
bank s  to e lude the losses  that  a competitive market would 
impose on them . 

The same perspective a l l ows one to better understand 
the bank s ' s trategy : The increa se of  the price of  credit 
upon resch edu l ing i s  an e f f ective ex post adjustment of  
terms that  pa sses  the cost o f  an erroneous evaluation o f  
r isk onto the borrower . Thi s ,  of  cour se , cou ld not b e  
done in a competitive market environment . Furthermore , 
countries  l ike Peru could have explored ways to avoid thi s  
h igher cost becau se the extra charge s o n  a reschedu l ing 
a re a monopoly rent that in theory and practice can be 
reduc ed . 

I n  reschedul ing a loan there i s  no rea l credit 
transact ion with a supply price since the operation 
s imply consists  in the admini stration o f  a loan a lready 
granted and not immediately recoverable . Nor does re­
schedu l ing imply additional r i sks or costs for the banks 
since the alternat ive i s  a s toppage o f  payment s  and 
l iqu idat ion of part of the portfo l io � indeed , the bank s 
gain additional security and lower risk in the form of  
IMF agreements and state guarantee s on private debt . In  
pract ice , then ,  re schedul ing ef fectively reduces the risk 
o f  default  and therefore o f  ma j or losses . As for the 
outlays on telex , cables , travel , and so on connected 
with the negotiation o f  a re schedul ing operation , these 
are expenses that shou ld al ready have been incorporated 
in the risk premium paid for by the country when it 
origina l ly contracted the debt . Thus , any increa se in 
the margin over the base intere st rate and payment of 
commi s s ions on the amount of rescheduled debt s ignif ies 
rent � that i s ,  it constitute s an income in excess  of 
economic costs , wh ich is  generated by virtue of the 
bargaining power of  the f ew large bank s that control 
access  to credit for a country of que stionable credit­
worthine s s . I n  other words , the bank charges extra for 
an admini strative operation ( the reschedul ing o f  debt 
service ) necessary in any event to avoid large lo s se s �  
therefore , the additional income i t  receive s o n  re­
programming the debt is  an " excess prof it . "  

The so- cal l ed new c redits of fered to Peru in the 
1 9 8 2 - 8 3  round of reschedu l ings in Latin America must be 
viewed in the same perspective . The new credits were 
extended to effectively refinance about 6 0  percent of  the 
interest payments to the banks that otherwise would be in 
arrears . In  other words , the new loans are an integra l 
part of  the admini stration of old debt : They are a 
di sgu i sed re schedul ing of  interest payments that permit s  
the country t o  keep current i t s  interest payments o n  pa st 
debt and thereby permits the banks to avoid having their 
a s sets c l a s s i f ied as  nonperforming by their local bank ing 
supervi sors . I n  sum, these  loans too are nonmarket 
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transactions .  
What  one faces in a re schedul ing exercise  i s  rea l ly 

a b i l ateral monopol y ;  the country on one part and the 
bank s on the other negot iate to determine how l o s s e s  on 
a weak portfol io wil l  be shared . The price of credit i s  
not a market-determined price b u t  rather a negotiated 
price that is indeterminate and depends on the cat-and­
mouse game of a b i l ateral monopo ly . Neverthe le s s ,  the 
practice that the banks have of sharply boosting the cost 
o f  credit upon reschedul ing involves rent s ,  and Peru could 
have attempted to c apture some of these . 

What are the l imits o f  tolerance o f  bankers ? Thi s  
i s  hard to say , but the bankers ' evident reluctance to 
declare a default on borrower s  even in the face of  a large 
accumulation of  arrears suggests that their fear o f  the 
precedent of default and accounting losses  could have been 
better explo ited . I t  must  be remembered that the bank s ' 
marg inal cost o f  funds i s  the L IBOR and any interes t  rate 
above thi s  enter s into the terrain of  prof its . In other 
words ,  a bank could very wel l  reschedule  at , for example , 
1 percent over LIBOR for f i fteen-year matur ities and sti l l  
b e  much better o f f  than i f  i t  had t o  declare a defau lt 
on the borrower . 4 6 The bank bene f i t s  because it avoid s 
accounting losses ; indeed its  books wi l l  show a prof i t ,  
albeit pro f its much reduced f rom tho se achieved i n  the 
f irst round of reschedul ing and probably even with respect 
to tho se on the originally  contracted debt . The country 
a l so benefits  becau se it gains a re schedul ing that ha s 
terms more consonant with a positive adjustment proces s ,  
that i s ,  one that facil itates development and growth 
and minimi z e s  co sts--economic ,  social , and pol itical . 
Moreover , s ince the bank s avo id accounting losses--even 
whi l e  mak ing real sac r i f ices--the country in a l l  l ikel i­
hood will f ind a renewed acce s s  to autonomous credit 
flows f rom the bank s once its economic situat ion improves 
( the l ik e l ihood of  which i s  enhanc ed by a more equitable 
reschedul ing exerc i se ) . 

I n  a l l  fairne s s  to Peruvian author ities , however , 
the f inanc ial c r i s i s  of  1 9 8 2  erupted suddenl y ,  and the 
precedent of the higher cost of debt upon reschedul ing 
was on the s ide of the bank s .  Thi s ,  coup led with the 
tremendous power wielded by the bank ing committee and the 
fact that Peruvian authorities ( along with the rest of  
their Latin American counterpart s )  acted-- erroneou sly-­
a s  i f  they were competitors with other countries for bank 
c redit , helps to explain the high cost o f  the 1 9 8 3  re­
schedul ing .  Fortunate ly ,  Peruvian authorities were 
c l ever in rescheduling only one year o f  maturities 
instead o f  the two year s sought by many other countrie s : 
The margins and commi s s ions invariably charged by the 
bank s on rescheduled 1 9 8 2 - 8 3  debt in Latin America were 
equival ent to the highest ever impo sed on a commerc ial 
transaction 4 7 ;  thus there wa s very l i ttle chanc e of the 
cost ris ing in 1 9 8 4  and a good probabil ity that it would 
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fall . Indeed , cons ternation in inf luential c ircles of 
the North and South about the exce s s ive cost of the 
1 9 8 2 - 8 3  reschedul ings in Latin America induced a wil l ing­
nes s  on the part of the bank s  to lower the cost o f  re­
schedul ing-ref inance exercises  in 1 9 8 4 , an event that ,  
as ment ioned earl ier , Peru itsel f apparently i s  tak ing 
advantage of . I t  also i s  interesting to note in c l o s ing 
that the softened terms in 1 9 8 4  have occurred at a time 
when most of the countries benefited are deeper in crisis  
and many have accumulated sub stantial arrears ; thi s  i s  
good empirical evidence of the rent s captured b y  the bank s 
in the f i r s t  round of  reschedul ing s in Peru and Latin 
America more general ly . 

NOTES 

The views expre s sed in thi s  chapter are those of the 
authors and not neces sarily those of  ECLA . 

1 .  See Devl in ( 1 9 8 3b ) ; and F f rench-Davis ( 1 9 8 3 ) . 
2 .  See F it z gerald ( 1 9 7 9 ,  chap . 7 ) ; and Thorp and 

Bertram ( 1 9 78 , chap . 1 4 ) . 
3 .  For a most interes ting " in s ider ' s " account of  

economic pol icy of the  Belaunde administration , see 
Kuc zynsk i ( 19 7 7 ) . Al so see Devlin ( 1 9 8 0 ) . 

4 .  However ,  authorities rema ined within the l imits  
o f  the traditional l iberal stat e ,  re stricting activities 
to infrastruc ture and the l ik e , leaving commerc ially 
productive activities  to the private sector . 

5 .  Calculated on the ba s i s  of f i scal data in 
Kuc zynski ( 1 9 7 7 ) , de f lated by the consumer price index . 

6 .  In  total there were only twenty- seven commerc ial 
bank s l en d i ng t o  Peru . The most important medium- term 
lenders were Manufacturers Hanover Trust , Bankers Trust , 
Bank of Amer ica , Cha se Manhattan , C it ibank , and Continental 
I l l ino i s ,  institution s  that provided 72 percent of a l l  
medium- term loans . 

7 .  For the analysis  of  economic pol icy in thi s  
period s e e  P into and Assael ( 1 9 8 1 ) ; and S chydlowsky and 
Wicht ( 1 9 8 3 ) . 

8 .  The resu l t s  of  the 1 9 6 9 - 1 9 7 1  stabi l i zation 
ef fort are reviewed in Cabrera ( 19 7 8 ) . 

9 .  The plan called for a rise  in the global 
investment coe f f i c ient from 13 percent in 1 9 7 0  to 2 1  
percent by 1 9 7 5 ; the partic ipation o f  the public sector 
in total investment wa s to rise from 3 6  percent to 5 8  
percent over the same period . 

1 0 . A deta iled analysis  o f  Peruvian mi l itary 
expenditures i s  to be found in Encinas del Pando ( 1 9 8 3 ) . 

1 1 . The negotiations were initiated in mid- 1 9 7 3  by a 
delegation headed by James Greene , a former vice-president 
of Manufacturers Hanover Tru s t . The end result wa s a 
US $ 1 5 0  mil l ion payment from the Peruvian government to 
its u . S .  counterpart to be d i stributed by the latter as 
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i t  saw f i t  among the affected enterpr i s e s . Much o f  the 
payment wa s f inanced by a U S $ 7 6  mil l ion syndicated loan-­
on terms very favorable to Peru--organi z ed by Morgan 
Guaranty Tru s t . 

1 2 . See F i tzgerald ( 1 9 7 6 , 8 9 ) . 
1 3 . S ee Enc inas del Pando ( 1 9 8 3 , 8 5 ) . 
1 4 . See Thorp and Bertram ( 1 9 7 8 , chap . 1 1 ) . 
1 5 . See Sta l l ings ( 1 9 8 3 ) . 
1 6 . See Stall ing s ( 1 9 7 9 ) . 
1 7 . The ent i re plan is  repub l i shed in Devl in ( 1 9 8 0 , 

annex 5 ) . 
1 8 . The deta i l s  on the di sputes are found in Devl in 

( 1 9 8 0 ,  1 7 1 - 1 7 2 ) . 
1 9 . Banco Centra l de Reserva del Peru ( 1 9 8 1 ,  1 1 ) . 
2 0 . S ee S i lva Ruete ( 1 9 8 1 ) . 
2 1 .  Banco Central de Re serva del Peru ( 1 9 8 1 ,  1 1 ) . 
2 2 . Banco Centra l de Re serva del Peru ( 1 9 8 4 ) . 
2 3 . S ee Daly ( 1 9 8 3 , chap . 4 ) . 
2 4 . Total output from al l sources in 1 9 7 9  wa s 1 9 0 , 0 0 0  

barre l s  a day , and local consumpt ion was 1 3 0 , 0 0 0  barrel s  
a day . S e e  Ponton i ( 1 9 8 1 ,  2 1 ) . 

2 5 . See World Bank ( 3 d  and 4 th quarters 1 9 7 9 ) . 
I nterestingly , there i s  evidence once again of  a " Peruvian 
connection" in the renewed interes t  of the bank s . One 
of the earl ier loan s to Peru came f rom L IBRA Bank where 
a former pub l ic servant held a high executive pos t .  
However ,  Peru ' s  good reception apparently wa s not 
uniform : Ugarteche ( 1 9 8 3 )  argues that although U . S .  
and Canadian bank s were quite di spo sed to lend to Peru ,  
European and Japanese ins titutions were relatively more 
restrictive . 

2 6 . See Banco Centra l de Re serva del P eru ( 1 9 8 1 )  
and Banco Central de Re serva del Peru , Memoria , 1 9 8 2 . 

2 7 . See Economic Commi s s ion for Latin America , 
Economic Survey for Latin America , 1 9 8 2 ,  tabl e 4 2 .  

2 8 . A coef f i cient of 2 0  percent is  cons idered a 
s ign of  trouble  by banker s .  

2 9 . See Banco Central de Reserva del P eru , Memoria , 
1 9 8 2 ;  and De l a  P iedra ( 1 9 8 3 ) . 

3 0 .  See Economic Commi s s ion for Latin America , 
Economic Survey for Latin America , 1 9 8 2 . 

3 1 .  See Banco Centra l de Re serva del Peru , Re sena 
Econ6mic a ,  March 1 9 8 2 . 

3 2 .  Inf lation in 1 9 8 0- 1 9 8 2  wa s roughly 7 0  percent 
annual ly on a December to December bas i s ;  on the same 
bas i s  the exchange rate wa s adj u s ted 3 7  percent in 1 9 8 0 ,  
4 8  percent in 1 9 8 1 , and 9 5  percent in 1 9 8 2 . See Banco 
Central de Reserva del Peru ,  Nota Semanal , no . 3 3 , 1 9 8 3 ; 
and Economic Commi s s ion for Latin America , Economic Survey 
for Lat in Americ a ,  1 9 8 2 .  

3 3 . At the same time , however ,  the dollar share of 
the money supply grew by 31 percen t ,  speeding up the so­
cal l ed dollarization proce s s  of the economy . Henc e ,  the 
partic ipation of soles in the domestic money supply 
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dipped f rom 7 2  percent o f  the total a t  the end o f  1 9 8 1  
to only 6 5  percent a t  the end of  1 9 8 2 . See Banco C entral 
de Re serva del Peru , Nota Semanal ,  no . 3 3 , 1 9 8 3 . 

3 4 . I n  June 1 9 8 3  Peru signed an SDR7 3 5  mil l ion 
Extended Fund Facil ity c redit and a compensatory 
financ ing agreement for SDR2 2 5  mill ion . For data on Peru 
and other Latin American countrie s ,  see Economic 
Commi s s ion for Latin America , Economic Survey for Latin 
America , 1 9 8 2 ,  table 4 6 ; and Ground ( 1 9 8 4 ) . 

3 5 .  See Chapter 4 by I g l e s ia s  in thi s  book . 
3 6 . See the Andean Report , April 1 9 8 3 , p .  5 7 . 
3 7 .  See Chapter 4 by Iglesias  in thi s  book . 
3 8 . According to data furni shed by ECLA ' s  D ivis ion 

of Statistics  and Quantitative Analys i s , National 
Accounts Section . 

3 9 . See Peru Economico ,  February 1 9 8 4 . 
4 0 .  A more e laborate analy s i s  of the following 

po ints can be found in Dev l in ( 19 8 3 a ) . 
4 1 . E st imate s  have placed thi s  at  s ixty new banks 

per year . See Bank for Internationa l Settlements ,  Press  
Review ,  November 2 ,  1 9 8 3 , no . 2 1 4 , pp . 1 - 6 . 

-----
4 2 . I n  terms of the l ack o f  ser iousnes s  in evaluation 

of  pro j ec t s , thi s  was most evident in the loans to the 
petroleum sector . It also should be ment ioned that 
ref inance loans c an have an ef fect simi lar to free 
dispo s ition credits  ina smuch a s  they free resources that 
otherwi se would be destined for debt- service payments .  

4 3 . I t  should be noted tha t  freely disposable  
resourc e s  are c l ea rly a b l e s s ing for  a country with 
adequate absorptive capac ity and a coherent program of 
ad justment , but in the ab sence of the s e  two conditions 
they can become a vice as  resources  f ind their way into 
a c t i v i t i e s  of que s t iona b l e  me r i t . P re c i s e l y  because  of 
this  latter problem ,  P eru ' s dependency on the fore ign 
bank s became extreme , and the regime pa id a high 
pol itical and social cost when the bank s lost  conf idence 
in the economic program and dec ided to re strict their  
exposure in the  country . 

4 4 . Thi s  i s  e l aborated on in greater detail in 
Dev l in ( 19 8 3 c ) ; and Economic Commi s s ion for Latin 
America ( 1 9 8 4 ) . 

4 5 .  The difference between a forced ref inanc ing and 
a reschedul ing is only a cosmetic one . 

4 6 .  Peru a l s o  should attempt to use  its bargaining 
power to achieve a 9 0  percent refinanc ing of interes t  
payments .  

4 7 .  For information on the terms and condit ions of 
the f irst  and second round of  reschedul ing , see Economic 
Commi s sion for Latin America ( 1 9 8 4 ) . 
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The Role of External Debt 
Problems in  Central America 

Jorge Gonzalez del Valle 

INTRODUCTION 

The f ive Central American countries ( Co sta Rica , 
E l  Salvador , Guatemala , Hondura s , and N icaragua ) have 
traditiona l ly been rather cautious and conservative as 
far as  foreign borrowing is concerned . This is probably 
a result o f  the long-lasting unfavorable experiences 
ari s ing f rom the fai lure to service external debts 
arranged in the f irst three decades of thi s  century . 
Some of  tho se countries ( Guatemala and E l  Salvador ) had 
to pay dearly for the refinanc ing of such debt s , and 
N icaragua actually suffered foreign mi l i tary intervention 
prompted by the excuse of  financ ial defaul t .  

Another important reason for the l imited rel iance 
of the Central American countries on external f inancing 
appears to be a general ly conservative attitude of 
governments and central banks as  regards f i scal pol icy , 
foreign-exchange management , and domestic  credit regula­
tion . I t  i s  wel l  known that in the Latin American 
context the Central American countries have for a long 
time been able to maintain stable exchange rate s , 
positive net international reserve s , and low rate s of  
inflation . Thus capital formation has been f inanced 
primarily with domestic saving s and whatever long-term 
foreign inve s tment i s  attracted by economic growth and 
s tabi l i ty in the region . 

S t i l l  another factor that explains the l imited role 
of  external debt in Central America ' s  economic per­
formance is  the strong inf luence of official development 
f inancing based on rather l iberal terms in the last  
twenty years . I t  may be recal led that the Central 
American integration program , which began in 1 9 6 1 , was 
particularly attractive to the novel conce s s iona1 lending 
of the All iance for Progre s s  agenc ies and the social 
progre s s  fund of the Inter-American Development Bank . 
Moreover , the Central American countries in 1 9 6 1  
e s tabl i shed the ir own regional development bank ( the 
C entral American Bank for Economic I ntegration) with the 
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spec i f i c  purpose of mobi l i z ing long-term ,  low- interest 
foreign borrowing to f inance both public  and private 
priority pro j ects . 

I n  fact it  i s  only in recent years that the external 
debt burden and ref inanc ing have become important in 
Central ��erica ' s  economic pol i cy . Even so , except in the 
case of Costa Rica , such problems have not exerted a 
dec i s ive influence on the direction o f  the adj ustment 
policies  adopted by a l l  countries to minimi z e  the adverse 
effects of the economic reces s ion . This is  probably due 
to the relatively succ e s s ful combination of exchange 
contro l s , trade restrictions , and reserve uti l i z ation in 
the context of a depre s s ed economic performance that 
has discouraged new inve stment and reduced import demand . 
I n  short , the external dependence of the Central American 
economy i s  more a problem of  international markets for 
primary goods than a probl em o f  foreign f inanc ing for 
capital format ion . 

FOREIGN DEBT STRUCTURE AND TRENDS 

It was estimated that by the end of 1 9 8 3  the overal l 
external debt of the f ive Central American countries would 
amount to some US $ l O  b i l l ion , only about 3 percent of  the 
Latin American total . Thi s i s  s l ightly higher than the 
2 . 5  percent that the f ive countries ' combined GDP 
represented with in Latin America in 1 9 8 1  and therefore 
closely corresponds to their economic importance in the 
subcontinent . On the other hand , there are signi f icant 
dif ferences as compared with other Latin American coun­
tries regarding the pattern of debt accumulation , the 
sources of external f inanc ing , average cost burden , and 
apparent abi l ity to pay . 

The Trend of Debt Accumulation 

For the Central American region as  a whole , foreign 
indebtednes s  doubled between 1 9 8 0  and 1 9 8 3 , reflecting 
a marked and progre s s ive deter ioration of the external 
sector as  a re sult of  the world economic rece s s ion . I t  
mu st b e  recal led that i n  spite of  important achievements 
in the industri a l i z ation proc e s s  during the last ten to 
f i fteen years , the f ive countries still  depend heavily 
( perhaps up to 70  percent ) on the exportation of a few 
primary products that are sub j ect to pronounced rec e s s ion­
induced shortfal l s  in international markets , such as 
coffee , bananas , cotton , sugar , and fresh meat . 

The pace o f  debt accumulation was relatively more 
accelerated in Guatemala , E l  Salvador , and Honduras ,  
whose aggregate external debt accounted for less  than 3 7  
percent o f  the region ' s  tota l in 1 9 7 7  but increased to 
more than 5 0  percent in 1 9 8 3 . Moreover , the average 
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ratio o f  external debt to GOP o f  the three countries was 
3 1  percent at the end of  1 9 8 3 ,  a s  compared with only 1 2  
percent i n  1 9 7 7 . O n  the other hand , the external debt 
of both Costa Rica and Nicaragua increased in a rather 
normal fashion during the s ix-year period ( see Table 1 5 . 1 ) . 

Table 1 5 . 1  Central America : External Debt Outstanding 
(mi l lions of u . s .  dol l ars > 

1977  1 9 7 9  1 9 8 1  

Costa Ric a
b 

1 , 160 1 , 7 5 0  2 , 240 
El Salvador 360 610 860 
Guatemala 270 5 90 1 , 300 
Hondurasb

b 
590 880 1 , 3 3 0  

Nicaragua 870 1 , 1 10 1 , 980 
Total 3 , 2 5 0  4 , 940 8 , 7 1 0  

A s  percent of GDP 2 1 . 6  2 7 . 4  41 . 5  

a
Estimated 

b 
Long-term debt only 

Source : World Bank and International Monetary Fund . 

1983
a 

2 , 640 
1 , 400 
1 , 960 
1 , 670  
2 , 380 

10 , 050 
4 3 . 7 

To i l lu strate the severe impact of the world 
reces s ion on the external pos i t ion of  the Centra l 
American countries it may be appropriate to point out a 
few key macroeconomic indicators .  First , wherea s the 
annual growth of the reg ion ' s  real GOP averaged 2 . 9  per­
cent in the period 1 9 7 7- 1 9 7 9 , the average annual short­
fall reached the depres s ion l evel of - 7 . 9  percent in the 
period 1 9 8 1- 1 9 8 3 . S econd , net aggregate international 
as sets ( in u . S .  dol lars ) fell  from 1 , 0 9 0  mi l l ion in 1 9 7 8  
to - 5 7 0  mi l l ion i n  1 9 8 1  and further to - 1 , 0 4 0  mi l l ion in 
1 9 8 3 . Third , the region ' s  deficit on current account 
increased from 2 8  percent of  exports in 1 9 7 8 to 49 per­
cent in 1 9 8 1  and then fell  to 3 6  percent in 1 9 8 3  only 
because imports were reduced by 18 percent in the two­
year period . 

I t  i s  evident therefore then the accumulation of 
external debt in Central American has been quite abnormal 
s ince 1 9 7 9  and i s  directly related to the region ' s  
overal l  economic deterioration . Thi s  in turn wa s 
prec ipitated by the world reces s ion , but there i s  l ittle 
doubt that the pol itical event s in both Nicaragua and 
El Salvador also played an important role . In Nicaragua , 
for instance , real GOP fell  by 2 6  percent in 1 9 7 9 , the 
year in which a violent change in government took place ; 
in El Salvador real GOP fell  by 1 9  percent in 1 9 7 9  and 
1 9 8 0  as the c ivil war took an initial , destructive 
impu l s e . 
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The Maturity and Interest-Rate Terms 

The predominant rel iance on borrowing f rom inter­
national financial institutions has helped the Central 
American countries to avoid the comp l icated accumulation 
of service payments a t  d i f f icult t imes that many Latin 
American countries have faced in the last two years . 
Borrowing from such institutions is  norma l ly l inked to 
the f inancing o f  long-term development pro j ects and to 
interest charges somewhat lower than those of the 
f inanc ial markets . 

I n  connect ion with the maturity pro f i l e , the average 
long- term external debt to official  creditors increa sed 
up to 70 percent of  the total debt outstanding by the 
end of 1 9 8 3  from about 54 percent in 1 9 8 1 .  This improve­
ment was particularly marked in El Salvador , Honduras , 
and Nicaragua , whose b i lateral debt to foreign govern­
ments almost trebled after 1 9 8 0 .  On the other hand , 
Guatemala  sub s tantial ly increased its borrowing from 
private creditors , wh ich was virtually nonexi stent in 
1 9 8 0  ( see Table 1 5 . 2 ) . 

Table 1 5 . 2 Central America : Long-Term External Debt to Official 
Creditors ( percent of total outstanding ) 

1 9 7 7  1 9 7 9  1 9 8 1  

Costa Rica 40 . 8  40 . 2  3 7 . 6  
El Salvador 8 0 . 7 76 . 5  88 . 4  
Guatemala 96 . 3  99 . 5  66 . 3  
Honduras 76 . 9  7 6 . 3  76 . 4  
Nicaragua 5 1 . 8  . 62 . 3  6 1 . 2  

Average 60 . 1  6 2 . 1  5 3 . 9  

aEstimated 

Source : World Bank and International Monetary Fund . 

1983
a 

45 . 1  
90 . 2  
5 2 . 0  
81 . 9  
7 5 . 8  
70 . 0  

The role o f  bi lateral externa l debt has probably 
been enhanced in El  Salvador and N icaragua as  a resu l t  o f  
the spec ial a i d  granted tho se countries b y  different 
government s  to f inance economic recon struction as soc iated 
with the internal mil itary activity . In Nicaragua 
externa l f inanc ing from private source s  virtually cea s ed 
in 1 9 8 0 ,  shortly after the revolutionary government took 
over , and b i lateral borrowing became the ma in factor in 
the external debt structure . In  the case of E l  Salvador 
a s imi lar trend in debt accumulation began in 1 9 8 1 ,  so 
that bilateral borrowing now represents 41 percent of  
the total debt outstanding , as  compared with 24  percent 
in 1 9 8 0 . 

As far as  the cost of  external debt is  concerned , 
the Centra l American countries have been unable  to avoid 
the impact of h igh international interes t  rates dur ing 
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the world rec e s s ion . O n  the average , however , the ratio 
of  payments abroad on account o f  interest and other 
charge s to total debt outstanding ha s been moderate by 
Latin American standards . Thi s  appears to be primarily 
due to the sub stantial increase  of  low- interes t  bilateral 
loans received by E.l Salvador between 1 9 8 1  and 1 9 8 3 ,  as 
wel l  as  to the doubl ing of  Guatemala ' s  debt to inter­
national financial institution s in the same period , in­
cluding the use of IMF c redit for the first  time in many 
years ( see Tab l e  1 5 . 3 ) . 

Table 1 5 . 3  Central America : Apparent Overal l Cost of External 
Debta (percent per annum) 

1 9 7 7  1979 1981 1983
b 

Costa Rica 
El Salvador 
Guatemala 
Honduras 
Nicaragua 

5 . 9  
8 . 8  

8 . 0  
1 1 . 8  

c c 
1 3 . 7

d 20 . 6d 
7 . 4  4 . 5  

1 1 . 8 7 . 8  8 . 4  
7 . 1  8 . 2 9 . 5  
5 . 7  5 . 6  6 . 1  

Average 6 . 9  8 . 0  7 . 3  

a
Investment income payments abroad ( except on direct foreign 
investment )  as percent of total external debt outstanding at 
the end of year 

b
Estimated 

6 . 6  
1 0 . 7  
10 . 8  
10 . 8  

c
probably overstated because of interest payments on short-term 
debt for which no data are avail able 

d
Main1y bilateral official credits on concessiona1 terms 

Source :  International Monetary Fund . 

The exceptional case  of abnormal inc rea ses  in 
external debt costs in Costa Rica since 1 9 8 0  require s 
some explanation . I n  the first  place , Costa Rica is the 
only country in the region whose rel iance on private 
international f inanc ing has exceeded 5 0  percent of tota l '  
debt outstanding , which means a substant ial vulnerabi l ity 
vis-a.-vis the evolution of  market intere s t  rates . In 
the second plac e ,  the ratio of externa l-debt interest 
payments to debt out standing i s  probably overstated 
in the case of Costa Rica becau s e  of the impact of 
intere st charges on an undetermined ( but perhaps con s ider­
abl e )  amount of direct private foreign debt . Fina l l y ,  
there are indications that a s  a resul t of the complex 
combination of  exchange- rate devaluation and exchange 
contro l s  adopted in 1 9 8 1 ,  payments abroad on account of 
external debt outstanding include unspec i f ied ref inanc ing 
and/or  default charge s .  
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The Repayment Capac ity Position 

In the absence of comprehens ively rel iable data on 
the repayment schedu l e s  of the Central American external 
debt , e s t imates on the evolution of  the ir  abi l ity to pay 
are restricted to interes t  charges .  From thi s  s tandpoint 
it is evident that the reg ion ' s  ratio of interest pay­
ments to exports has deteriorated markedly s ince 1 9 8 0 ,  
but i s  s t i l l  far below the Latin American overal l  l evel , 
wh ich i s  estimated at 4 0 - 5 0  percent . There are , however , 
s igni f icant discrepancies among the f ive countries that 
corre spond to the varied characteristics  of each coun­
try ' s external debt pro f i l e  ( see Table  1 5 . 4 ) . 

Table 15 . 4  Central America : Apparent External Debt Burden on 
Interest Account (percent of merchandise exports ) 

Costa Rica 
E1 Salvador 
Guatemala 
Honduras 
Nicaragua 

Average 

a
Estimated 

1 9 7 7  

8 . 2  
3 . 3 
2 . 8  
7 . 9  
7 . 8  
5 . 4  

Source : International Monetary Fund . 

1979 1981 

14 . 9  29 . 9  
6 . 4  8 . 1  
3 . 8  9 . 1  
9 . 5 16 . 2  

11 . 5  24 . 2  
8 . 6  16 . 5  

1983
a 

50 . 2  
8 . 3  

1 1 . 0  
2 2 . 9  
34 . 0  
2 5 . 3  

On the one hand , the interest-payments burden of 
Costa Rica appears  to approach a critical point , the main 
reason being a threefold inc rea se of debt-related pay­
ments abroad from 1 9 8 0  to 1 9 8 3 , s ince the value of exports 
actually recorded an 8 percent growth in the period . 
Th i s  in turn i s  a result of  the exc e s s ive rel ianc e  on 
both public  and private borrowing from commercial banks 
and import suppl iers , wh ich ref l ec t s  the abnormal in­
creases  in market interes t  rate s . On the other hand , 
El  Salvador ' s  interest�payments burden ha s stabil i z ed at 
a very favorable low l evel despite a cru shing 2 9  percent 
shortfall  in the value of  exports from 1 9 8 0  to 1 9 8 3 . 
The obvious reason behind th i s  performance i s  the over­
whelming inc idence of both in stitutional and bilateral 
borrowing from o f f icial creditors within the debt 
structure . In particular , it  is  presumed that the fast­
growing importance of foreign a id in the form of  bi­
latera l loans a l so carries an intere st- subs idy element . 

The unfavorable trend of  the interest-payments burden 
in Guatemala , Hondura s ,  and N icaragua is the result of a 
comb ination of  increased debt charges and weak export 
per formance . Wherea s Guatemala and Honduras suf fered 
export value short f a l l s  of  24 percent and 8 percent from 
1 9 8 0  to 1 9 8 3  respect ively N icaragua en j oyed an 1 1  percent 
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increase . However , i n  the same period payments abroad 
related to the external debt increased by 79 percent in 
Honduras ,  39 percent in Guatema l a ,  and 13 percent in 
Nicaragua . 

DEBT-RESCHEDULING EFFORTS 

E f forts by the Central American countries to 
restructure their external debt have been going on s ince 
1 9 8 0 , when the adverse effects of  both the world economic 
rec e s s ion and the internal pol itical disturbances began 
to seriou s ly weaken their external sector . Such e fforts , 
however ,  have not followed any uniform pattern in the 
reg ion and are conducted instead in a pragmatic fash ion 
by the nat ional authorities according to their own needs 
and pos s ibilities . The mos t  pub l ic i zed cases of debt 
reschedul ing and ref inanc ing are those of  N icaragua in 
1 9 8 0- 8 1  and Costa Rica in 1 9 8 2- 8 3 ,  but both Honduras and 
El Salvador have a l so undertaken s imilar efforts involv­
ing sma l l  portions of their external debt to private 
c reditors . 

The debt- re schedul ing package of N icaragua is  notable  
on three accounts : ( 1 ) it took place  at a t ime when the 
external-debt problem had not reached any critical 
proportions in the Latin American contex t ;  ( 2 )  it involved 
a comprehens ive revis ion of maturity , amorti z ation , and 
interest-rate conditions of both public  and private deb t ;  
and ( 3 )  it wa s ba sed o n  j o int negotiations with the 
private c redi tors with a view to standard i z ing the re­
schedul ing terms . The negotiat ion s la sted almo s t  two 
year s ,  involved about 6 5  percent of N icaragua ' s  external 
debt outstanding at the end o f  1 9 7 9 , and were arranged in 
four d i fferent stages in accordance with the type of 
borrower . 

I t  i s  no secret that Nicaragua ' s  successful external­
debt renegotiation was helped by the private c reditor s ' 
real i zation that the new revolutionary government had the 
option to simply disregard foreign obl igations for wh ich 
it  had no respons ib i l ity , particularly in view of  the 
abundant accusations of  corruption and immoral ity that 
befell  the former dictatorship . Moreover , the national­
ization of  banks , f inanc ial entities , and large 
agricultural and industrial holdings a fter the devalua­
tion c l early left the foreign c reditors in a weak 
bargaining posit ion . 

In  the end , the Nicaraguan government wa s able to 
ref inance a substantial part of  the overal l  debt to 
private internationa l lenders  on the ba s i s  of a ten-and­
more years' maturity , average f ive-year grace period , and 
a 7 percent f ixed interes t  rate . However ,  the direct 
obl igations of former private bank s and private enter­
pri ses  were refinanced at variable maturities and interest 
rate s , depending on the original loan conditions and the 



4 3 4  

expectation o f  further f inanc ing from the international 
creditors . As a rul e ,  the new debt schedules  were l inked 
to the pro j ected payment capacity of the government and 
the nationa l i z ed borrowers . 

Costa Rica ' s externa l -debt renegotiation took place 
in a radica l l y  d i f ferent environment a s  regards both the 
interna tional f inanc ial condit ions and the barga in ing 
position of the borrower . Among other things , by the time 
negotiations s tarted , Costa Rica had substantially 
deva lued the national currency , exhausted internationa l 
re serves and short- term foreign credits , estab l i shed a 
complex exchange- control sys tem, and incurred con s iderab le 
debt- service arrears . Moreover , because of the change in 
government , negotiations had to be delayed until the 
second ha l f  of 1 9 8 2 ,  precisely  the period when inter­
national l ending wa s drying up , interes t  rates were r i sing 
to record l evel s ,  and fears of a world debt muddl e  were 
spreading . Negotiation s  were a l so conduc ted by stages 
and on the ba s i s  o f  j o int ag reements with the c reditor s .  
The Pari s C lub reschedul ing wa s completed in early 1 9 8 3  
and had the convent ional outcome : the po stponement of 
amort i z ation payment s  fal l ing due in the short run with­
out a fu l l  restructuring of  o f f ic ia l  bilateral obl iga­
tion s . Nevertheles s ,  it repre sented about 10 percent of 
the overa l l  externa l debt out standing at the end of 1 9 8 2 .  
On the other hand , i t  mus t  be noted that both of f icial 
and private c reditors ins i s ted that negot iations were 
l inked to Costa Rica ' s performance under a s tandby 
arrangement with the IMF , which in turn would release 
fresh balance-of- payments f inanc ing . 

Costa Rica ' s  negotiations with private international 
bank s took longer , were diff icul t  mo st o f  the time , and 
were not compl eted until the end of 1 9 8 3 . Re schedu l ing 
of external debt held by such bank s  involved about 4 5  per­
cent of the total debt outstanding at the end of 1 9 8 2  
and wa s intended to l ink service payment s to the pro­
j ected capacity to pay of the Costa Rica government in the 
medium term . Amortization payments may be postponed by 
up to three years and involve some ref inanc ing of overdue 
interest payments . However ,  the cost of reschedul ing 
is h igher than originally expected due to the uniform 
application of  the higher market interest rate s ,  plus 
ref inanc ing fees and commi s s ions . 

The debt- reschedul ing operations of Honduras , El  
Salvador , and Gua temala are  rather ins ignif icant by 
compari son with the previous two case s . Honduras under­
took a l imited reschedul ing of government-guaranteed debt 
in 1 9 8 3  due to certain spe c i f ic problems of the o f f ic ial 
f inance corporation that might af fect adversely to 
government ' s  fiscal  po s it ion . ' Th i s  operation wa s related 
to a smal l group of pr ivate internat ional bank s and in no 
case would represent more than 13 percent of the total 
external debt outstanding at the end of  1 9 8 2 .  The de­
ta i l s  of the agreement reached with the banks have not 
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been pub l i c i zed . 
Fina l l y ,  neither in Guatemala nor in El  Salvador 

does the external debt problem appear to have reached 
the point at which an overa l l  reschedul ing pol icy i s  
required . The s t i l l  modest importance o f  external debt 
to priva te creditors ( 5  percent in El Salvador , 8 percent 
in Guatema l a )  is the ma in rea son , and whenever there is 
a need to avoid an unfavorabl e  concentration of service 
payment s  the nationa l authorities apparently favor a case­
by-case approach ba sed on direct and informal arrange­
ments with their creditor s . However ,  the pos sib i l i ty of  
re scheduling pol i c ie s  might become greater if  the external 
pos ition of both countries does  not improve in 1 9 8 4 . 

THE PROBLEM OF INTRAREGIONAL DEBT 

S ince 1 9 6 1  the Centra l American countries have 
settled all  payments aris ing f rom intra regional trade 
through a c learing house . Until 1 9 8 0  th i s  mechanism 
operated norma l l y ,  but a s  soon a s  global balance-of­
payments diff icul ties began to appear debtor countries 
were unable to honor their obl igations . In order to 
avoid an unmanageab l e  accumulation o f  such balances , the 
f ive governments agreed to e stabl i sh a new regional 
f inanc ial entity ( the C entral American Common Market 
Fund--CACMF ) spec ifically des igned to ra ise  medium- term 
fore ign loans that ref inance intraregional o f f ic ial 
debts . Unfortunately the CACMF wa s unable to borrow 
more than US $ 5 0  mil l ion in 1 9 8 1 , which proved quite 
insu f f ic ient a s  outstanding balanc e s  continued to 
accumulate rapidly in 1 9 8 2 . 

As o f  the end of  1 9 8 3 unsettled intraregional debts 
amounted to some US$ 3 0 0  mi l l ion , of which about 84  percent 
corresponded to Nicaragua ' s share of unpa id obl igation s 
( equivalent to about 1 0  percent of N icaragua ' s  total 
external debt) . On the other hand , the aggregate c l a ims 
of Costa Rica and Guatema l a  accounted for 94 percent 
of total intrareg ional debts ;  about one-third of such 
claims has not been scheduled , and negot iations on 
po s s ib l e  repayment programs are still  going on ( see 
Table  1 5 . 5 ) . 

G iven the practical impo s s ibil ity of further foreign 
borrowing by the CACMF to ref inance out standing intra­
regional debts , an agreement to re schedule ex isting 
obl igations in accordance with the pro j ec ted payments 
capac ity o f  debtors wa s reached in January 1 9 8 4  by the 
Central American Monetary Counc i l ,  which coordinates 
the centra l bank pol ic i e s  of the f ive countries . Thi s  
renegotiation involved some U8$ 2 3 5  mil l ion , and the 
standard arrangement wa s based on a new seven-year 
maturity including a two-year grace period . 

From a broader point of view ,  the Central Amer ican 
countries are determined to reactivate intrareg ional 
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Table l S . S  Central America : Intraregional Debt Positions , 
End 1983 (mi l l ions of u . s .  dol lars ) 

Scheduled Unscheduled 
Debt Debt 

Costa Rica 9 2 . 6 63 . 8 
El Salvador -36 . 6 -l O . S  
Guatemala 10 2 . 1  2 3 . 4  
Honduras l S . 6  2 . 1  
Nicaragua - 2 1 7 . 1  - 3 S . 4  

Total -43 . 4 43 . 4  

Source : Central American Monetary Counc i l . 

Total 
outstanding 

l S6 . 4  
-47 . 1  
1 2 S . 5  

1 7 . 7  
- 2 5 2 . S  
( 299 . 6 ) 

trade and therefore to avoid the inconvenience of debt  
accumulation in the context of  the c l ear ing sy stem . With 
th i s  ob j ective in mind , a j o int program of  action that 
includes foreign borrowing by the CACMF has been agreed 
upon with the support of the Inter-American Development 
Bank . Such borrowing , however ,  would be l imited to the 
f inanc ing of a modest portion ( perhaps up to one- third ) 
of new unsettled balanc e s  within the c l earing system .  
I t  has been understood that both the creditor and the 
debtor countries would f inance the rema inder in equal 
part s . 
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Where Do We Go from Here? 

Miguel S. Wionczek 

The pro spect s  of  a maj o r  [ debt]  
default i s  j u st l ike a nucl ea r  war :  
No one wants to talk about what woul d  
happen i f  the bomb went off . 
- -Phil ip Wel l on s ,  Harvard Bus ine s s  School l 

THE OUTLOOK IN 1 9 7 7  

The quote with which thi s  concluding chapter starts 
did not orig inate with j u st any Harvard Busine s s  S chool 
profe s sor . I t  come s f rom an academic expert on the LDC 
external indebtednes s  who pub l i shed in 1 9 7 6  under the 
OECD o f f ic ia l  auspices an almost s ix-hundred-pages-long 
study on borrowing by developing countries  on the 
Eurocurrency market in the mid- 1 9 7 0 s . 2 

In contra s t ,  I plead gui l ty to having organ i zed in 
October 1 9 7 7 ,  under the auspices of  E l  Coleg io de Mex ico 
in Mexico C ity , a clo sed international seminar on LDC 
external debt and the world economy , with partic ipation of 
some thirty experts and practitioners in the f ield  of 
North- South f inancial relations from a l l over the world . 
The meeting wa s attended by people f rom internationa l 
agenc ies (World Bank , OECD , OPEC , and UNCTAD ) and f rom 
central banks of creditor and borrowing countries , a s  wel l 
a s  by executives of  large private banks f rom both s ides of  
the Atlantic and academic economi sts from the United 
S tate s ,  Canada , Mexico , Braz il , and Chi l e , a l l  partic ipating 
in the ir individual capacity . The fact that s ix years 
later , in  1 9 8 3 , one of  the partic ipants o f  that  seminar 
occupied the post of a vice pres ident of  the World Bank , 
two were f inance mini sters , one a deputy foreign minister , 
and one a key adviser at the Commonweal th Secretariat 
would suggest that the gathering wa s not exactly a random 
soc ial get- together of a bunch of radical friends with an 
amateurish knowledge of the sub j ec t .  

Careful reading i n  the winter o f  1 9 8 3- 8 4  o f  the 
f inal report of the 1 9 7 7  s eminar was sort of  depres s ing . 
Al though the correct and detail ed diagno s i s  o f  where the 
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LOC s were inexorably heading in a not too distant future 
and a set of  concrete propo s a l s  for preventive action as 
wel l emerged f rom that meeting , practica l ly nothing 
happened during the following s ix years that might have 
slowed down , or a l leviated at least , the gestation of the 
ful l - f l edged c r i s i s  of global proportions both in respect 
to the s tate o f  the world economy and the LOC indebted­
ne s s . 

As I might be accused of  bias , let two quotations 
f rom a report that emerged at the meeting speak for 
themselves . The first  dea l s  with the diagno s i s  of  the 
LOC debt situation :  

. the views seemed to coinc ide in a number 
of  important point s inc luding : 
a )  the LOC externa l debt problem mus t  b e  handled 

within a larger f ramework wh ich recogn i z e s  
global interdependence and covers ba lance-of­
payment s  adj u s tments , LOC development needs , 
o f f icial  deve lopment a s s i s tance , " stag­
f lation "  in the LOC s ,  international trade 
and world economic recovery ; 

b )  f inding solutions t o  the debt problem i s the 
j oint responsibi l ity of the LOC borrower s  
and t h e  O C  l enders ; 

c )  th e LOC ' s external indebtedn e s s  i s  only one 
face of the genera l problem of  ensuring 
" acceptab l e "  growth rates in the LOC s ;  

d )  up ti l l  now , the problem o f  the debt and 
decl ining net f inanc ial f lows to the LOC s 
has been treated in a piecemeal  and hap­
ha zard ex-post way ; 

e )  the LOC debt bui l t  u p  in 1 9 7 4 - 1 9 7 6  cannot 
be repeated--not so much because of  its  
aggregate s i z e  but because  of its structure 
[ ital ic s added ] ; 

f )  l ink ing short- term stab i l i z ation and ad j ust­
ment with long-term economic growth and 
development f inance would make it pos s ible 
to combine the genera l i z ed and the case-by­
case approach ; 

g )  the combination of the genera l i z ed and the 
ca se-by- case approach must take into 
cons ideration the different s ituations of 
the poor and the middle- income LOC s ;  

h )  the balance-of-payment s  ad j u s tment fac i l ities 
ava ilable to the LOC s need to be strengthened 
and expanded ; exc lu s ive emphas i s  on short­
term f inance for adj u s tment purpo ses is not 
enough ; 

i )  i n  addition to expanded adj u stment fac il i t ies , 
the poore st  LOC s need a continuous increa se 
in long-term of f icial  conc e s s ionary 
a s s i stanc e ;  



j )  the debt of the middle- income LDC s might be 
handl ed by increa sed o f f icial  l ending at 
non-conc e s s ionary terms and by internationa l 
private capital market s ,  but only if  there 
is  a speedy recovery in the world economy ; 

k )  i t  would b e  much ea s ier to solve the middle­
income LDC debt problem i f  new mechanisms 
were devised to recyc l e  more OPEC surplu ses  
into capital formation , through-- inter al ia-­
more OPEC investments in middle- income LDC s ;  
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1 )  even i f  adjustment fac i l ities were strengthened 
and development financ ing inc reased , the 
trade pol ic i e s  of the deve loped countries , 
particularly on nontraditional ( manufactured ) 
LDC exports ,  would have to be l iberal i z ed ;  
and 

m) a sat i s factory solution to the problem of 
LDC indebtednes s  and deve lopment f inanc ing 
depends heavily upon the pace of world 
economic recovery . 3 

Recal l ing the guide l ines e l aborated a lready in 1 9 7 5  
i n  Geneva by the a d  hoc UNCTAD Group of  Governmental 
Experts on Debt Problems of  Developing Countries , even 
more appl icable to the 1 9 8 3 - 8 4  conditions than to those  
preva i l ing in 1 9 7 7 , the second quote f rom the same report 
suggested that : 

a )  Debt re-organi zation should tak e  into account 
the development prospects of the debtor coun­
try , to enable it to continue debt servicing 
payments and restore its  c redit-worthine s s . 

b )  Re-organ i z a tion should b e  conducted within 
the customary mul t i lateral f ramework with the 
a im of concluding an agreement as speedily 
a s  pos s ible  to avo id prolonged unc ertainty 
regarding the availabil ity of foreign exchange . 

c )  The terms of debt relief , such a s  consolida­
tion , repayment , grace periods and interest 
rate s , should take into account both the 
antic ipated long-term debt s ervic ing capacity 
of the debtor country and the legitimate 
interests  of the cred itors .  

d )  Debt re-organization arrangements should 
provide for f l exibil ity to review the s i tua­
t ion at the end of the con sol idation period 
in the l ight of  unforeseen c ircumstances . 
They should a l so provide for accelerated 
repayment s  in an agreed upon manner i f  the 
debtor ' s  economic s i tuat ion improves more 
rap idly than antic ipated . � 
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Moreover , the report stres sed , again reflecting 
consen sus , that the deve loped lender countries must keep 
in mind that the problem of LOC indebtedne s s  can be 
managed in the long run only if LOC s are a ssured a 
constant flow o f  development f inance on terms and con­
dition s  that are in accordance with the goal of 
" acceptab l e "  growth rates and that take into account 
the ir repayment capac ity . The LOC s '  repayment capac ity 
wil l depend not only on these terms and condition s  but 
al so on world trade that , in turn , will  depend to a great 
extent upon the growth rate of the advanced economi e s . 
Que l l e  sages s e- -Voltaire ' s  C andide would have said in 
1 9 8 3 - -que l l e  sage s s e ! 

THE OUTLOOK IN 1 9 8 4  

The absolute lack . of such elementary sagesse  among 
a l l  actors of  the international indebtedness  game , which 
brought mos t  debtors countries ,  some creditor countrie s , 
and the whol e  fabric o f  the internationa l f inanc ial 
system to the brink of  di s a s ter by 1 9 8 2 - 8 3 , has been 
convinc ingly documented in thi s  book by f i f teen experts 
of many national ities with varied experienc e s  at  g lobal , 
regional ,  and nat ional leve l s . I n  spite o f  large d i f fer­
enc e s  between individual contributors ' approache s ,  the 
content of the volume makes  even more depres s ing reading 
than the resul t s  o f  the 1 9 7 7  Mexico C ity exerci s e ,  
independently o f  whether the pre sent au thors have a back­
ground in international f inanc ial agenc i e s ,  have been or 
are actually involved in central and private bank ing 
act ivities , or are competent academi c s  from the soc ial 
scienc e s . 

I f  any sort o f  con sensu s emerges f rom th is  book i t  
c a n  perhaps be summari z ed in four point s . First , the 
pro spect s  for the world economy and the LOC s of getting 
out of the present me s s ,  which is .  more serious than i s  
genera l ly thought , a r e  uncerta in .  Second , al though the 
debt- service burden of al l LOC s but the poorest one s 
continues to increase even in the few cases of  " succ e s s­
ful "  debt renegotiations , the inf low o f  new net public  
and private capital re sources to  the whole developing 
worl d  has practically been brought to a s tandsti l l ,  
forc ing the LOC debtors into a reverse transfer o f  their 
savings abroad to pay j u s t  a part of the interest accrued 
on the accumulated external debt . Third , a l l  the ma j or 
actors ( international agenc ies ; nat iona l governments of 
the c reditors and the debtor countries ; actual lenders 
and borrowers , whether public  or private ; and pr ivate 
financ ial  intermediaries ) share responsibil ity for the 
debt cris i s . Fourth , at  internat ional operationa l level s ,  
a l l  these ma j or actors continue busine s s  a s  usual under 
the most optimi stic  as sumptions about the pro spect s  for 
worldwide economic recovery , the subsequent expans ion of 
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international trade , and the orderly func tioning o f  the 
international financ ia l system in spite of the impre s s ive 
growth of  competent l iterature questioning convinc ingly 
a l l  these a s sumptions . Al though it is not the purpose of 
th i s  concluding chapter to treat with detai l  these four 
key characteristics  of th� present situation , some addi­
tional evidence supporting them may be in order . 

THE CONTINUING DEBT CRIS I S  

with 1 9 8 4  be ing a n  election year i n  the United 
State s ,  much has been made of  the recovery of the U . S .  
economy fol lowing three years of Reaganomi c s . O f f ic ia l  
foreca sts made pub l ic at the beginning of  1 9 8 4  put real 
GNP growth for the whole year at close to 5 percent with 
price increases of only about 4 . 5  percent and a cons ider­
abl e  decl ine in unemployment . Along s ide a rather strong 
consensus in U . S .  f inanc ial circles and among bus ine s s  
economi sts that the administration ' s  economic performance 
targets for 1 9 8 4  are attainable , there i s ,  paradoxically , 
a s iz ab l e  number of  nonparti san observers who expre s s  
mo st seriou s  doubts about the duration of the U . S .  recent 
strong recovery beyond 1 9 8 4 . As a prestigious and 
widely read monthly , the Morgan Guaranty Survey , put it 
in late 1 9 8 3 : 

Aga inst the background of ma j or surprises  in 
1 9 8 3 , continued advance in the economy--while 
the most l ikely expectation--cannot be taken 
for granted . One obvious source of concern i s  
the fragil e debt condition of developing coun­
tries . Another is the pol icy drift in Wash ington 
on ways to narrow mas s ive budget def ic i t s . A 
further uncertainty i s  the sti l l  unsettled state 
of  Federal Re serve policy . s 

Any careful and constant reader of U . S .  f inancial j ourna l s  
and magazines i n  early 1 9 8 4  di scovered that the minority 
concern about the pos sibil ity of a new cyc l ic downturn 
of the U . S .  economy in 1 9 8 5  wa s increa s ing steadily 
instead of diminishing . In  a survey of the current 
thinking about the U . S .  economic prospects a very 
rel iable source noted that a growing minority of �nalysts  
believes that the optimi stic ma j ority consensus has no 
sol id and convinc ing base and " some are even predicting 
a new rec e s s ion before the year is out . " S 

But regardl e s s  of who wi ll  prove to be right in the 
present controversy about the duration of the U . S .  
recovery , the OECD made it c l ear in late December 1 9 8 3  
that even strong recoveries i n  1 9 8 4  i n  the United States 
( and Japan)  wil l not be suf ficient to bring an equ ivalent 
resurgence in West European countries whose economie s ,  
i n  marked contrast , wi l l  grow very l ittle i f  a t  all , one 
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more year and where unemployment wil l  continue to rise . 
The weak West European performance means that the re­
covery in the whole nonsoc ial i s t  indus trial world wi l l  
rema in di sappointingly s low . The OECD warned , a s  it  has 
done regularly in past few forecast s ,  that the large 
u . s .  budget def icits , together with the high intere st 
rates and the strong dol lar they cau s e ,  remain a threat 
to the economic recovery of the United S tates and to the 
upturn in the re st of the OECD reg ion . 7 

One may add , not for the purpose of  spreading more 
gloom but in the way of supporting evidence for th i s  
po int , that a number o f  private research centers in Japan 
and the key Wes tern countries relea sed foreca sts  for 1 9 8 4  
and beyond that are considerably more pe s s imi stic than 
even the OECD latest f igure s . In  Japan , the economic 
re search department of one of the largest bank s forecast 
for the next three years ( 1 9 8 4 - 1 9 8 6 )  an average annual 
growth rate of 2 . 8  percent in rea l terms as  aga inst the 
OECD ' s  4 percent . 8  The National  Institute of Statistics  
and Economic S tudie s in Paris  has predic ted that the 
French economy could remain s luggish--at close to a zero 
growth rate-- for another f ive years . 9 Moreover , reports 
from West Germany stres sed that despite some pos itive 
s i gnal s 

• a pecul iar sense of fragil ity hang s over 
the recovery . Real interes t  rate s , pushed up 
by central bank s seeking to stem capital out­
f lows to the United State s , remained uncomfortably 
high ,  crimping inve stment s .  Export order s ,  
despite the 1 9 8 3  autumn upswing , rema ined roughly 
at 1 9 8 2 ' s  depres sed level s .  And tough wage 
negotiations were approaching , with the threat 
of higher produc t ion co s t s  and reduced prof its . 1 o 

I n  the face of a l l  th is  evidence it takes hero i sm or 
wishful think ing to as sert that the recovery of Wes tern 
industrial economies is in the cards for the mid- 1 9 8 0 s ,  
thu s becoming the engine o f  growth for the LDC s through 
the expan s ion of international trade . What must be kept 
in mind is that under the renegotiation arrangement s 
s igned in 1 9 8 2  and 1 9 8 3  and tho se ( the ma j ority) that 
are s t i l l  pending , the LDC debt- ridden economies wi l l  have 
to increa se by 1 9 8 5- 1 9 8 6  the repayment not only of 
accumu lated in terest charges but al so of si zable portion s 
of the princ ipa l of the ir external debt . Nobody seems to 
know how these ambitious targets that were the base of a l l  
renegotiat ions arrangements in proc e s s  through 1 9 8 4  wi l l  
be reached . 

In 1 9 8 2 ,  the " bad boys " who were unable  or unwi ll­
ing--according to  dif ferent school s of thought in the 
creditor countri e s - - to pay their external ob l igations 
on t ime were Latin Americans and a few soc ialist  economie s 
like Poland and Yugo s lavia . In  1 9 8 3  the " debtors crowd 
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o n  the brink " expanded t o  al l latitudes by the addition 
to the l i s t , among the other s ,  of the Phi l ippines and 
potentially South Korea in Asia ; N igeria ,  Ivory Coa st ,  
Morocco , and Sudan , without counting the hopeless  case 
o f  Zaire , in Africa;  portugal in Western Europe ; and 
I srae l ,  whose external per capita debt happens to be the 
h ighest in the world .  The l ittle-known fact that France ' s  
external debt i s  e s t imated a t  about US$ 5 0  b i l l ion 
sugge sts that the l i st of " bad boys " may grow even more 
in the years to come . Ask ing h imself  in the fal l of 1 9 8 3  
how seriou s  was the international debt cris i s , the chief 
economic commentator of  the New York Times said " The 
short answer is  ' Very ' . ,, 1 1  

The chapters in thi s  book by such contributors a s  
Dragos l av Avramovic , senior adviser t o  the UNCTAD 
Secretary General ; Albert F i shlow from the University of  
C a l i fornia at Berkeley ; Enrique Iglesias  E . , secretary 
general of  the UN Economic Commi s sion for Latin America ; 
and Pedro-Pablo Kuc zynsk i ,  the former minister of  energy 
of  Peru and pre s ident of First Boston International ,  
together with the seven Latin American case studies , 
provide almost exc e s s ive detail ed factual evidence that 
the debt c r i s i s  i s  not only very serious but very , very 
serious indeed . S ince the c r i s i s  doe s not l imit itsel f 
only to Latin Americ a ,  even such conservat ive source s  a s  
the Wal l  S treet Journal complain about the fact that 
within l e s s  than a year after the beginning of  the present 
debt c r i s i s  in Augus t  1 9 8 2  

• • • the c r i s i s  atmosphere has faded and a 
routine ha s set in . Bank s work out compl icated 
plans to postpone debt repayment s  and lend new 
money . Count r i e s  borrow f rom th e I nterna t iona l 
Monetary Fund , too , agreeing in return to change 
the ir economic pol ic ie s . I nternational bankers 
a s sure everyone that everything is  under con­
trol . • • •  The resul t is  that a second debt 
cris is , or " second wave " is  beg inning and i s  
l ikely t o  become more pronounced soon . The 
second wave is s imply def ined as what happens 
when the initial rescue packages fall  apart . 1 2  

THE LATIN AMERICAN SCENE 

Against the voices that c l a im that in Latin America 
things are getting slowly under control , the latest 
developments sugges t  that the progre s s  in the region 
presents not only a very complicated and di f f icult picture 
but on the debt-reschedul ing front is extremely l imited 
in spite of h igh economic and soc ial costs . Argentina ' s  
external debt at the beg inning of 1 9 8 4  wa s o f f ic ia l ly 
estimated at US $ 4 3 . 6  b i l l ion a s  compared with US$ 3 8 7  
mil l ion avai lable i n  foreign-exchange reserves . Because 
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o f  the lack o f  long overdue data on some debts contracted 
outs ide the country and the fact that about US $ l  b i l l ion 
of the private and state agencies ' debt had not been 
properly reg i s tered with central-bank authoritie s , it i s  
quite probable that the Argentine total debt i s  of  the 
order of US $ 4 5  bil l ion rather than the 4 0  b i l l ion used 
a s  a reference figure throughout 1 9 8 3 . S ince Argentina ' s  
arrears in its  external-debt repayments amount to close 
to US $ 3  b i l l ion , the new pre s ident of  Banco Centra l , 
Enrique Garcia Vazque z ( given thi s  post  by the Alfonsin 
government , the f irst c ivi l ian government s ince 1 9 7 6 ) , 
announced that Argentina would not be able to renegotiate 
its foreign debt or to pay interest on it unti l  mid- 1 9 8 4  
but would seek a new agreement with the IMF for an 
immediate loan of  US$ 9 0 0  mi l l ion . The delay of rene­
gotiations is explained by the fact that the new govern­
ment needed time to determine which borrowings by the 
former mi l itary regimes were legitimate . I n  the mean­
time , the new economy mini ster , Bernardo Grinspun , held 
periodic talks in Washington , D . C . , with the pres ident 
of  the World Bank , A .  W .  C l ausen ; the managing director 
of  IMF , Jacque s de Laros s iere ; and high u . S .  Trea sury 
officia l s  and told the u . S .  commercial bankers in New 
York that Argentina would need a cons iderable amount of  
short-term trade credit to meet pres s ing import require­
ments i f  it was expected to raise foreign exchange to pay 
interest on the outstanding external debt . Although the 
international private banking community doe s not foresee 
Argentina ' s  formal decl aration of  unilateral moratorium 
on debt payments , European banks are presumably very wary 
of extending the country additional short-term trade 
finance , and the discuss ions on thi s  relatively minor but 
important point may last  quite a time . 

Following three and a half  months of travel ing the 
world over to persuade private creditor bank s to partici­
pate in Bra z i l ' s  f inanc ing program for 1 9 8 4 , the coun­
try ' s  minister of planning , Del f im Netto ; mini ster o f  
finance , Ernane Galvea s ;  and pres ident of Banco Central 
do Bras il , Al fonso Cel so Pastore , at the end of January 
1 9 8 4  in New York signed another four-part package agree­
ment with more than 5 5 0  commercial banks that inc luded the 
reschedul ing of about US $ 5  b i l l ion of loans that mature 
in 1 9 8 4 , the maintenance of US $ 1 0 . 3  b i l l ion of short-
term trade financ ing , US $ 6  b i l l ion of  interbank credit 
l ine s , and a US $ 6 . 5  b i l l ion " j umbo- loan " of  " fresh money . "  
A US $ 5 . 4  b i l l ion loan program from the IMF was expected 
to fol low the agreement with private bank s . S ince some 
1 5 0  U . S . , Spani sh , Latin American , and Middle East banks 
with relatively sma l l  exposure opted out of the " j umbo 
loan " operations , it took the Bra z i l ian negotiating team 
supported by high IMF o f f i c i a l s  almost two months to 
raise the US $ 5 0 0  mi l l ion needed to reach the " j umbo loan " 
target . For the loan to be adequate to meet foreign­
exchange needs in 1 9 8 4 ,  Bra z i l  committed itse l f  to fol low 
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a n  ad j u s tment program even tougher than i n  the previous 
year , inc lud ing a US $ 9  bil l ion trade surplus . A dra stic 
reduction in impor t s  wa s cruc ial in Bra z i l ' s  abi l i ty to 
run a US $ 6  bil l ion trade surplu s in 1 9 8 3 . 

I n  the fal l  of 1 9 8 3  Bol ivia defaulted on the US $ 3 0  
mi l l ion debt- interest  payment agreed o n  previously a s  a 
precond i tion for a fur ther reschedul ing o f  US $ 4 5 0  mi l l ion 
in foreign debt f a l l ing due in 1 9 8 4  and 1 9 8 5 . The country ' s  
total foreign debt i s  of the order of US $ 3  bi l l ion , but 
its extreme shortage of  foreign exchange continues to be 
exacerba ted by the inabil ity of Argentina to pay for 
Bo l ivian exports of  natural gas . Bo l ivia ha s been negotiat­
ing a US $ 3 5 0  mi l l ion extended fund fac i l i ty with the IMF , 
a f ir s t  s tep toward reschedul ing its  commerc ial loan obl i­
gations , which have been technically in defaul t s ince 
September 1 9 8 2 . Private foreign banks demand that the 
country repay a l l  the intere s t  due before any ser iou s d i s ­
cus s ions of debt restruc turing take place . 

Chile in ear ly 1 9 8 4  wa s in the mids t  of protracted 
negotiations wi th the IMF , which wa s not showing any wil l ­
ingne s s  to accept the country ' s  reques t  to ra i se the publ ic­
sec tor deficit from 2 . 3  percent to 5 percent of  GOP . The 
delays in the IMF approval of reflationary policies  in the 
country , whose GOP dropped by 14 percent in 1 9 8 2  and an 
additional 5 percent in 1 9 8 3 , ca s t  serious doubts about 
Chile ' s  acc e s s  to " new money " f rom abroad . I t s  centra l ­
bank e stimates in that re�pect amounted t o  about US $ l  
bil l ion . I n  1 9 8 4  Chile is  due to pay US $ 1 . 8 bi l l ion in 
intere s t  on its foreign publ ic debt of US $ 1 8  b i l l ion . 

Ecuador , whos e  external debt s tands at  US $ 6 . 6  bil l ion 
( US $ 4 . 7  bi l l ion publ ic and 1 . 6  bil l ion priva te ) , ha s  been 
reported to have accepted the mterest ra te set at 2 . 2 5 
points above LI BOR or 2 . 1 2 5  points over u . s .  bank prime 
rate . However , the actual agreement with foreign banks 
signed a t  the end of  January 1 9 8 4  covered only US $ 3 0 0  
mi l l ion f a l l ing due i n  the f i r s t  ha l f  o f  the year . Short­
term trade credits  total i ng some US $ 7 0 0  mi l l ion were 
extended through individual agreements between the Ecua­
dorian government and pr iva te creditor banks tha t reserved 
to themselves the right to change the rec ipients of these 
credits . About ha l f  of the priva te- sector debt is be ing 
conver ted into obl igations of the central bank . 

Peru , with its  external debt e stimated at US $ 1 2 . 8  
bil l ion a t  the end of  1 9 8 3 , expec ted to s ign a s tabi l i ­
zation agreement with the IMF in the spr ing of 1 9 8 4 . 
The agreement wou ld pre sumably pave the way for ref inanc ­
ing and rol l ing over of  about U S $ 3 bi l l ion o f  short- and 
long- term debt and for disbursement of  some US $ 2 5 0 - 3 0 0  
mi l l ion o f  " fresh money " from the fore ign commercial 
banks . The country ' s  net international foreign-exchange 
reserve s dropped in early 1 9 8 4  to US $ 5 0 0  mi l l ion , suf­
f ic ient only  for  two months ' impor ts . The dra f t  l etter 
of  inten t ,  pre sumably agreed to in pr inc iple by Peru and 
the IMF , provided , among other things , for the reduc tion 
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o f  the public- sector deficit  from 1 0 . 3  percent o f  GDP in 
1 9 8 3  to 4 percent in 1 9 8 4  and the cutting of  the inflation 
rate from over 1 0 0  percent to 70 percent . The country ' s  
GDP decl ined in real terms by 1 1  percent in 1 9 8 3 , the 
sharpe st drop in Latin America , and the government ' s  
failure to meet the targets of its  US $ 7 0 0  mi l l ion ex­
tended fac i l i ty program with the IMF led to the delay in 
about US $ 5 0 0  mi l l ion of  c redit , inc luding US $ 2 0 0  mi l l ion 
from the World Bank for spec ific  inve stment pro j ects . 

Finally , in the expectation of the change of govern­
ment in Vene zue la in ear ly February 1 9 8 4 , negotiations on 
the debt i s sue were suspended for many months .  After 
having taken off ice , the new pres ident of Vene zuela , 
Jaime Lus inchi , declared immediately that his  country 
would repay the debt , estimated conservatively at US $ 3 3  
b i l l ion , " to the last  cent . " The Vene zuelan debt re­
negotiations  wi l l  be comp l ic ated , as  wi l l  be those in 
other countrie s ,  by some three-quarters ( US $ 1 8 . 4  b i l l i on )  
of the publ ic- sector debt fall ing due i n  1 9 8 3  and 1 9 8 4 , 
neither interest nor principal having been paid recently 
on the private debt of  some US $ 8  b i l l ion , and Vene zuelan 
oil-exports value having dec l ined f rom the peak reached 
in 1 9 8 1  of  U S $ 2 0  b i l l ion to US $ 1 4  b i l l ion in 1 9 8 3 . 
Advisers to the new government intimated that Venezuela 
wi ll  seek extens ion of debt repayment over eight to ten 
years with a three- to four-year grace period on the re­
payment of princ ipal . For a number of reasons the proc e s s  
of inve stigating the s i z e  of the private debt and settl ing 
it i s  expected to take as  long a s  one year . 

The only Latin American country doing better than 
a l l  others seemed to be Mexico . Thi s re sults partly from 
such facts as that its  debt c r i s i s  came after four years 
of a very rapid oil- fed economic growth , it was the first 
to recognize  the seriousne s s  of the situation , and its 
f inanc ial negotiators proved to be experts of the first  
order . Last  but not least , the country ' s  s i z e  and its  
clo sene s s  to the united S tates forced its  powerful 
neighbor--at the same time its  large st creditor-- into a 
more conc i l iatory stance than i s  the case of  the re s t  
of the subcontinent . B u t  even i n  Mexico nobody real ly 
knows what may happen i f  a l l  the optimi stic external 
a s sumptions go awry in 1 9 8 5  and 1 9 8 6  unl e s s  a broad 
longer- time reschedul ing of the debt payments due between 
1 9 8 5  and 1 9 8 8  goe s through . 

A NEED FOR WORLDWIDE SOLUT IONS 

At the international l evel the present routine is of 
a negative kind . Although on the one hand after several 
years of  the predominance of  international private inter­
mediaries in the f inanc ial flows to LDC s ,  the I nter­
national Monetary Fund recovered its leadership role in 
setting the conditions of acce s s  to external dwindl ing 
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private resources , 1 3  the toughne s s  o f  the IMP adj u s tment 
programs , on the other hand , has not been accompanied 
by the adequate expans ion of  the IMP l endable resources . 

In  the aftermath of  the diff iculties  that arose in 
the U . S .  Congres s  in 1 9 8 3  in respect to the increa s e  of 
its IMF quota by US $ 8 . 4  b i l l ion as  a part of  a general 
round of the expans ion of  the member countries ' contri­
butions to the IMP ( di f f iculties that  took several months 
to overcome ) , the IMP Executive Board forma l ly approved 
in early January 1 9 8 4  a l imitation in the amount of loans 
that needy countries may obtain . Under the previous 
pol icy , a member country could borrow up to 1 5 0  percent 
of its IMF quota with a ceil ing of  4 5 0  percent over three 
years . The new rul e  reduce s  these ceil ing s  to between 
1 0 2  and 1 2 5  percent a year , or 3 7 5  percent over three 
years , depending on -how stringent an austerity program 
a country adopts " to put its economy in order . "  Further­
more , a new l imit has been put on the amount the member 
countries may borrow from the IMP compensatory f inanc ing 
fund , designed to help debtor countries o f f set the impact 
o f  fal l ing commodity price s ,  to 8 3  percent of their 
quotas rather than 100  percent a s  was the case before . 
And the borrowing l imit on a companion buf f er stock fund 
was reduced to 4 5  percent of a quota from 50 percent . 
F inal ly , the IMF agreed to increa se gradually the interest 
it  pays countries who se money it uses  for loans to debtor 
countrie s . Present rate s , which stand at 8 5  percent 
of preva i l ing market rate s , amount to 7 . 3 9 percent 
annually . They wi l l  be increased between 1 9 8 4  and 1 9 8 7  
by a t  least 3 . 3  percentage points a yea r unti l  the rate 
is j u s t  below market rate s by 1 9 8 7  or shortly later . 

Even though the latest restrictions on the IMP 
lending seem to be relatively sma l l , they send several 
di squieting s igna l s : the expectation that the number of 
the countries that wi l l  come to the IMF to negotiate 
s tab i l i z ation agreement s  wil l  inc rease very cons iderably 
in the near future , the concern at the IMF in respect to 
the pos s ib l e  rapid exhaustion of its loanable  resourc e s  
in spite of  the most recent overal l  increase i n  the IMF 
quotas ,  and the awarenes s  of  the fact that the next round 
of genera l quota increa ses  wi l l  be very di ff icult and 
will  take a long t ime unl e s s  there is a sus ta ined 
recovery of  the industrial countries '  economy accompanied 
by the unlikely disappearance of their national budgetary 
d i f f iculties . In  the pa st , under much ea s ier international 
conditions , it u sed to take about f ive years f rom the 
initial propo sal to rai se IMF quotas to the actual 
rat i f ication of  their increa se by all member countries .  
Presentl y ,  the prospects for initiating a new round of 
increases are very dim both on political and economic 
grounds . Bringing the IMP l ending interest level to 
prevail ing market rates , expres sly asked for by the U . S .  
Congres s  a s  one of  the conditions of the approval of the 
increase in the U . S .  quota , el iminates any concess ional 
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element from the IMF stab i l i z ation agreements  and may 
increase  the debt- service burden- -albeit s l ightly- - i f  
international interest rates continue a s  h igh as  they 
are now . Here again no good news for the debtors can be 
expected either f rom the United States or Wes tern Europe . 

I t  i s  of  common knowledge that during 1 9 8 2- 8 3  a l l  
debt-reschedul ing negotiations with international private 
bank s were accompanied by an increase in the total cost 
of debt servicing through augmented spreads over LIBOR 
or the U . S .  bank prime rate and through additional 
charges and commis s ions known in the international 
banking parlance as  front- loading or up- f ront fees , 
impo sed by c reditors on the debtor countrie s .  Al though 
no global estimates of thes e  additional costs exi s t  be­
cause private banks general ly do not disclose how much 
they earn from loan reschedu l ing , the available scant 
information strongly sugges t s  that the tota l amounts are 
substantial . 

Debtor countries argue correctly but without succe s s  
that spreads should fall  instead of  r i s ing ,  because re­
f inanc ing arrangement s improve the qual ity of the port­
folios of  loans and the s igning of a reschedul ing 
agreement doe s not involve any additional risks for the 
private banks . Consequently , renegotiators from the 
debtor countries in Latin America and el sewhere expres s  
with growing frequency ( at least pr ivately)  opinions that 
by taking undue advantage of the weak negotiating position 
of debt-burdened countries , internationa l private bank s 
work in the l ong run against the ir own interests . The 
extra costs of debt service might become in some cases 
a burden that debtor countries wi l l  not be able to bear . 
But s ince bu s ines s  i s  bus ine s s ,  private c reditors a s  in 
the past care only about fattening their immediate 
profits . 

Thu s ,  for example , Albert F i shlow ,  one of the 
contributors to thi s  volume , estimates that the nine 
largest  U . S .  bank s together earned between US $ 7 0  mi l l ion 
and US $ 1 3 0  mi l l ion extra in 1 9 8 3  thank s to stif fer terms 
and up- f ront fees on debt-reschedu l ing operations with 
seven Latin American countries inc luding Argentina , 
Braz il , and Mexico . These windfall  profits  contributed 
between 14 and 2 6  percent of the 1 9 8 3  profit gain of the 
same bank s ,  which at the same time were able to cut their 
exposure to developing countries ( inc luding seven Latin 
American debtor s )  by about US$ 5 0 0  mil l ion in the first  
ha l f  of 1 9 8 3 . 1 4 Moreover the same trends can be  
observed on the global scale . At  the very end of  1 9 8 3  
OECD reported that the non-OECD borrowing ( both bank 
loans and bond i s sue s )  on the international capital 
market amounted to s l ightly over US $ 2 5  b i l l ion in that 
yea r . 1 S Once the OPEC members ' borrowing of US $ 9  bi l l ion 
is exc l uded from thi s  total , some US $ 1 6  b i l l ion only 
corre sponds to the non-OPEC LDC s and the soc i a l i s t  bloc , 
with the largest part representing several " j umbo loans " 
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to ma j or L a t i n  America� debto r s . I n  o ther words , with 
few except ion s ,  the o u t f l ow o f  new c a p i t a l  resources f rom 
the indu st r i a l i zed coun t r i e s  wa s brought to an abrupt 
s top in 1 9 8 3 . 

The s e  two para l l e l  development s - - f i r s t , inc r ea s e s  in 
i n t e r e s t  r a t e s  on reschedu l ed debt , wh ich o f ten includes 
not o n l y  the p r i n c i p a l  but the overdue o r ig ina l intere s t  
r a t e s  c o s t , a n d  second , decl in e s  in " new " l ending - - add 
grea t l y  to the net reve r s e  f inanc i a l  trans f e r s  f rom LDC s 
to the c r e d i tor count r i e s  that s ta rted tak ing p l a c e  in 
1 9 8 2 .  If unchecked , the se " perve r s e " c a p i t a l  movements 
may become - - perhaps l ong b e f ore the end o f  the present 
decade - - the proverb i a l  straw that w i l l break the camel ' s  
back . The nature o f  the g lobal problem o f  the LDC 
resources gap that urgently needs to be f il l ed , if o n l y  
t o  c o v e r  n o w  the present i n t e r e s t  payments on t h e  a c c rued 
LDC debt and within a coup l e  o f  years to start repaying 
the re s c hedu l e d  p r i n c i p a l , is f i n a l l y  becoming recog n i z ed 
in some internationa l bank i ng c i r c l e s  as sugge sted by 
F igure 1 6 . 1  that o r i g inated with Morgan Gua r a nty T ru s t . 

F igure 1 6 . 1  

90 The LDC's Seem Headed 
For a Resource Gap 
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Even i n  the face o f  the potential magnitude o f  th is  
problem ,  the  low-key discu s s ion in international agenc ies 
and private f inanc ial centers of ·  the is sues involved l imit s  
itsel f a s  y e t  t o  suggestions of  a po s s ible  interest-rate 
rel ie f  for " needed countries " if , of  course , they behave . 
Speaking lately before internationa l f inance audience s  
in the uni ted S tates and Wes tern Europe , both t h e  presi­
dent of the  World Bank , A .  W .  C lausen , and the manag ing 
director of the IMF , Jacques de Laro s s iere , cal led for 
" reasonable terms " on credits to heavily indebted coun­
trie s . Clausen noted that although in 1 9 8 1  private 
capital source s  in the developed market-economy countrie s 
had made a net trans fer of  US $ 1 6  bil l ion in medium- and 
long-term l ending to the LDC s ,  the negative tran sfer of 
some US $ 7  b i l l ion f rom LDC s to the creditor countries 
took place in 1 9 8 2  and increa s ed to over US $ 2 1 b i l l ion 
in 1 9 8 3 . In the World Bank pre s ident ' s  word s " P roductive 
investment yields a return and foreign inves tors should 
get back more than they inve s t . But it is  premature for 
developing countr ies , as a group , to be trans ferring 
resource s  to the h igh income countries on thi s  scale . " I S 

S enior economi st of  Morgan Guaranty Tru s t  Rimmer 
de Vries went one s tep farther in an interview granted 
in mid-December 1 9 8 3  to the I nternational Herald Tribune 
in Paris by suggesting that large private bank s f rom 
indu s tria l countries may see themselves forced to " reduce 
subs tantia l ly , " by two to three percentage points , 
interest rates to countrie s  l ike Argentina and Bra z i l  i f  
the s e  countries " are ever t o  become credit worthy . " Rate 
rel ief--added the same New York banker--would be app l ied 
di sc riminately to countries that have no other way out 
of the debt trap and that have the domestic pol i c ie s  
needed-- tho se aimed at inc reas ing exports and at 
soliciting fore ign direct inve stment--al ready in place . 1 7  

The se s ign s of concern about the LDC " debt trap , " 
an expres s ion co ined in the mid-1 9 7 0 s  by radical economi sts  
and accepted by now by at least some bankers ,  are 
accompanied by a growing number of cal l s  f rom the LDC s 
for a world f inanc ial and monetary conference . Such a 
conference would inc lude in its  agenda four closely 
interrelated topic s :  debt reorgan i z ation , recons truction 
of the internationa l monetary system ,  reform of develop­
ment f inance , and reorgan i z ation of international 
f inanc ial institution s .  

All these  LDC init iative s and exhortat ion s ,  however ,  
fal l on the dea f ears o f  the powerful Group o f  Ten 
con s i sting of  the United S tates , Canada , Japan , and ma j or 
We st European nations . The ir deputies met in Pari s in 
mid-November 1 9 8 3  for j u s t  one day , agreeing on ly to 
seek in the next few month s new contributions by the IMF , 
B I S , and DECD to further anal y s i s  of internationa l 
monetary problems . The agenda for the next Group of Ten 
meet ing to be held in the spr ing of 1 9 8 4 , once aga in at 
the deputy l evel , wa s to cover three po int s : pos s ible 
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steps to stab i l i z e  currency value s , ways to help the IMF 
t ighten discip l ine over the economic pol icies of the mem­
ber countries , and ways to maintain suf f i c ient worldwide 
l iqu idity to continue f inanc ing the emerging economic 
recovery . Pre s s  reports from the Paris meeting made it 
c l ear that it concentrated on con f l icts between Wes tern 
Europe and the united s tates with regard to the u . s .  
budgetary and f i scal  pol icies  and did not dedicate any 
attent ion to the LDC debt problems and their  inter­
national economic impl ications . Within thi s  pol itical 
framework , what 1 9 8 4  could bring to the LDC c reditors ,  
i f  anyth ing , wa s some " interest-rate relief . "  

I t  i s  obviou s that whatever interest- rate relief  i s  
f inally  granted b y  international private c reditors t o  LDC 
debtors ,  it will  again be equivalent to treating a very 
serious and protracted di sease with aspirin . As the 
content of th i s  volume amply demonstrates both at global 
and national level s ,  becau se of their short-term approach 
the " re scue packages " of  1 9 8 2  and the subsequent debt­
reschedu l ing operations are not l inked in any way with a 
much wider range of worldwide economic , financ ial , and 
monetary i s sues whose adequate solutions cannot be post­
poned indef initely . As  a U . S .  banker quoted in the 
opening chapter by Drago slav Avramovic put it bluntly 
in the spring of 1 9 8 3 , 

The f l aw in the current strategy i s  that there 
is not enough direct [ ital i c s  in the tex t ]  
emphasis  o n  the LDC growth . W e  a r e  a l l  talking 
about g rowth , but there i s  too much r i sk that 
current pol i c ies won ' t  be suf ficient . Without 
faster growth , we are buying not only economic 
and f inancial chao s , in my view , but de facto 
defaults  on the order not yet seen . 1 8  

Facing such prospects , it i s  not enough to a sk the 
question , How much austerity can Latin America tak e ?  
and t o  answer it with another question t o  the e f f ect that 
" re scue , in the form of economic growth , could come as 
the world economy slowly recovers ,  but wil l  it come soon 
enough ? "  1 9 Neither is  it of great help to arrive at the 
conc lu s ion that the c r i s i s  is c l early going to last  a 
long time , and that because the s i tuat ion wil l  be g loomy , 
" it i s  conce ivable that • • •  people wil l  become resigned 
to low growth as  the only avai lable option , and re­
f inanc ing negotiations  wil l  become institutional i z ed ,  
s o  that a new normalcy wil l  appear . ,, 2 0 

Under the demographic , pol itical , and social con­
ditions prevai l i�g in most of  Latin America , analy z ed in 
th is  volume by Victor L .  Urquidi , chances for a " new 
normalcy" of th i s  sort in the medium and long run seem to 
be close to n i l . In  the 1 9 3 0 s  under the impact of  the 
Great Depre s s ion , a l l  the subcontinent , except Mex ico , 
fell  into the hands o f  mil itary dictatorship s . F i f ty 
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years later , in the mid- 1 9 8 0 s ,  the contrary pol itical 
wave is taking place j udg ing by the recent development s 
in Argentina , Nicaragua , and B ra z i l  and the growing 
chal l enge to the authoritarian regime s in Chi l e ,  Uruguay , 
and C entral America . 

I n  the f inal ana lys i s ,  supported by the contents of  
this  volume , what i s  at stake i s  not  whether the  private 
and not so private creditors o f  Latin America and of 
other LOC regions as wel l  wil l  recover or to what extent 
their f inancial inve stments wi l l  be repaid through 
technically  ingenious monetary bailout operations ,  
revolving debt- reschedu l ing agreements and interest- rate 
relief mea sure s ,  supported by stringent IMF stabi l i za­
tion programs . F rom the Latin American viewpoint the 
i s sues involved form a key part of the dilemma of how to 
reconc i l e  the stiff austerity programs required by the 
IMF and international private creditors in spite of the 
worldwide economic cri s i s  with the r i s ing popular and 
far f rom radical demands in the region for rel ief  f rom 
negative economic growth and wide spread distres s .  No 
sati sfactory solution for th i s  dilemma ha s been found any 
place as yet , if only because in the industrial North-­
and not only in Latin America and e l s ewhere in the 
South - - a l l  rul e s  of economic , f i sca l , and f inanc ial 
rational behavior have been violated many times over 
during the past ten years to the detriment of a l l  partie s 
involved . 

Without expanding further on thi s  last  sub j ec t , 
which would merit at lea s t  another volume , it may be 
worthwh i le to recal l  only that world mi l itary expenditures 
in 1 9 8 3  surpa s s ed the whol e  LOC external outstanding 
debt . Al though in many quarters the debate continue s as  
to  whether the  LOC debt i s sue i s  that o f  temporary 
i l l iquidity or of  more basic long - run insolvency , I may 
as wel l  c l o se thi s  concluding chapter with the quotation 
offered at its beginning from the 1 9 7 7  diagno s i s  of the 
world economy i l l s  and the LOC indebtednes s : " The LOC 
external debt prob l em must be handl ed within a larger 
framework whi ch recogn i z e s  global interdependence and 
covers balance-of-payments adj u s tments , LOC development 
needs , o f f icial  deve lopment a s s i stance , ' stagfl ation ' 
in the LOC s ,  international trade and world economic 
recovery . ,, 2 1  As long a s  thi s  general propo s i tion i s  not 
translated into meaningful pol i cy at international , 
reg ional ,  and nationa l level s ,  one can expect only the 
worst for the not so di stant future in Latin America and 
e l s ewhere . 

As far a s  Latin America i s  concerned , a f irst-­
albeit l imited-- step in the right direction might have 
been the imp l ementation of a common strategy- -not to be 
confused with a " debtor cartel " --propo sed in September 
1 9 8 3  j o intly by ECLA and SELA ( Latin American Economic 
System) , a con SUltative body formed by the government s 
of  the region . S tarting with the warning that the IMF , 
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the World Bank , and the Inter-American Development Bank 
resource s  would not be suf f ic ient to meet the demands 
made on them in the near future by the LDC borrowers , 
the proposal  sugge sted a new Latin American strategy 
composed of  s ix maj or points : ( 1 )  the creation of  a new 
tranche of  Spec ial Drawing Rights by the IMF to be 
a s s igned to developing countries ; ( 2 ) an institutional iz ed 
procedure for the restructuring o f  the debt in the form 
of a j oint e f fort by the IMF and the World Bank ; 
( 3 )  reschedu l ing , which would effectively trans form 
some countries ' short-term and medium-term debt into 
long-term obl igations ; ( 4 )  the provision of additional 
resources to al low countries to service their accumu lated 
debt and at the same time to continue thei r  normal 
international trade ; ( 5 )  rel ief f rom the present high 
costs of ref inancing ; and ( 6 )  acces s  to additional pub l i c  
credit t o  s t imulate economic development . 2 2  

The fact that mo st of  the substance of these 
proposal s wa s diluted beyond recognition at the Latin 
American Economic Conference held in Quito in early 1 9 8 4  
strong ly suggests  that not only international agenc ies 
and creditor countries but Latin American debtors a s  
wel l  still  g ive preference t o  bus ines s a s  usual o n  the 
debt f ront in spite of a l l  its  obvious longer- term 
r i sk s . Quelle  sagesse ! - -Vol ta ire ' s  Candide would say 
again , thi s  time ironical ly--quel l e  sage s s e ! 

POSTSCRIPT--LATE 1 9 8 4  

The main body of  thi s f inal chapter was written in 
early 1 9 8 4  when the LDC indebtednes s  looked particularly 
grave a s  witne s s ed by t h e  detai led global and regional 
analys i s  and the seven Latin American case s tudies 
contained in  the book . I n  the fal l of 1 9 8 4  when thi s  
volume goes t o  pre s s  the indebtednes s  situation of a f ew 
maj or Latin American debtor countries look s somewhat 
l e s s  bleak in short and medium terms , e special ly f rom 
the c reditors ' viewpoint . The l imited but painful debt 
renegotiation progres s  achieved by Mex ico and B ra z i l  
does not warrant , however , the wave of optimi sm in the 
lending countries that accompanied the agreement in 
princ iple on the reschedul ing in early S eptember of 
about hal f  of the Mex ican pub l ic debt and the agreement 
reached at about the same t ime ( a l so in princ ipl e )  on 
the content of  the Bra z i l ian letter of intent depo s ited 
at the IMF . 

Although some of the rul e s  o f  the debt-reschedul ing 
game underwent certain adj u s tments , the general approach 
toward the indebtednes s  prob l em continues without maj or 
change , and the parameters of  the global economy 
perhaps look even worse than a year ago . What seems 
a s sured i f  other conditions are ful f i l led ( the world­
wide reasonably strong economic recovery , the compre s s ion 
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of  the u . s. domestic budget def i c i t ,  and the overal l 
decl ine of intere st rates , among other s )  i s  that the 
private creditors of Latin America wil l  be paid--over 
one decade or so-- interest on the outstanding debt , 
interest s l ightly lower than that in force dur ing the 
debt c r i s i s  years of 1 9 8 2- 1 9 8 4 .  And s ince internationa l 
bank s l ive f rom profits  and not from the debt repay­
ments ,  they may feel quite rel i eved by the di sappearance 
of the sudden moratorium threat hanging over their heads 
and of  its pyramiding consequence s  for the who le  inter­
national f inanc ial system . 

Look ing with more detachment at the agreement s 
already reached in princ iple with Mexico and Bra z i l  or 
emerging f rom the current discuss ions with Argentina 
and Venezuela , one comes to two inescapable conclusions . 
The f i r s t  i s  that the price pa id by creditor s for a l l  
these dea l s  i s  rather low . Second , the new arrangements 
amount only to once aga in buying more time by both 
creditor s and debtors . 

No serious attempt to adopt the more stable approach 
to the underlying nonviab i l i ty of international economic ,  
f inanc ial , and trade relations between the industria l i z ed 
and the underdeveloped worlds can be detected in the 
1 9 8 4  reschedu l ing exerc i ses . In other terms , while  
PedrO-Pablo Kuc zynsk i ' s  explicit  predictions in  
Chapter 6 to  the e f fect that the " second act"  of debt 
negotiations in Latin America would be accompanied by 
great dif ficulties  proved correct , the " thi rd act " 
( postponed for a wh il e )  wil l  be--one c an predict safely-­
even more compl icated than the second one . Even before 
the second act ended , the questions being a sked rai sed 
some serious doubts about its succe s s ful conclus ion . 
Three such question s were a sked by The Economi st in 
early September 1 9 8 4 , a f ew days after Bra z i l  agreed on 
a new l etter of intent with the IMF and a f ew days 
before the terms of the longer-term reschedul ing agree­
ment with private creditors were made pub l ic by Mexico 
and before Venezuela disclosed its renegotiation pro­
posal s .  I f  the negotiation s are to end succes sful l y ,  
certain que stions have a s  y e t  t o  be answered , according 
to thi s  inf luential British source speak ing for Latin 
America ' s  c reditors f rom al l over the world . How much 
new money wi l l  the priva te banks put up ? What to do 
with short-term loans made to the bank s of the debtor s '  
countries , loans known in technical j argon as  inter-
bank c redit s ?  Who wil l monitor the debtor countries ' 
economie s af ter Mex ico ' s  IMF agreement expires in 
December 1 9 8 5  and Bra z i l ' s  in F ebruary 1 9 8 6  and while  
Vene zuela ins i s t s  on renegotiating its debt without 
IMF intermediation? 

These three que stions of  pol itical and technical 
character are of very tal l order . Their c lumsy handl ing 
by both the pr ivate creditor community and the public  
debtors may break the deal s made " in princ ipl e . " There 
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are reasons t o  as sume that the debtors ' negotiators 
bel ieve that f rom the creditors ' viewpoint the costs of  
" no dea l "  would be very much h igher than those o f  coming 
closer to the position of the countries in debt . 
B rinkmanship and suspense wil l  not be absent from the 
rest of the second act negotiations ,  particularly as it 
seems quite obvious that the l e s sons of  the series o f  
regional consultations started with the Cartagena meet­
ing of June 1 9 8 4  wil l  be put to the best use by Latin 
American s . 

The not yet answered questions o f  The Economi st 
deal with the short-term hori zon . An impres sive list 
o f  longer-term i s sues and problems appears in the most 
recent overview o f  the s ituation , written by Wil l iam 
R .  C l ine of the Institute for International Economic s  
( establ i shed i n  early 1 9 8 2  in Washington , D . C . , t o  study 

world economic and f inanc ial probl ems with emphasis  on 
international debt ) . In his  latest contribut ion on the 
prospects o f  LDC indebtednes s ,  C l ine i s  far f rom 
optimi stic by stating that in spite of the " impres s ive 
cases  of recovery in Mex ico and B ra z i l " the 1 9 8 0 s  wil l  
amount t o  the " lost decade"  i n  terms o f  Third World 
growth and devel opment . 2 3 

The same h ighly regarded author put s  the respon­
s ib i l ity for  such present and future developments in 
the LDC s on the doorsteps of the Reagan admin i stration . 
In  h i s  opinion the present U . S .  f i scal and budgetary 
pol icy wil l  most probably l ead to the further increa se 
of  dome stic and international interest rates tha t ,  in 
turn , may cancel all recent growth rate improvements 
in LDC s and in most of  them may bring again pres sures-­
impos s ib l e  to contain-- in f avor o f  a moratorium of  
payments on account of  external debt . According to 
C l ine , if one demands from political l eaders of develop­
ing countries  the appl ication of highly unpopular 
measures o f  economic adj ustment , it is  impo s s ible not to 
demand from l eaders o f  advanced nations the correction 
of  budgetary disequ i l ibria and of other economic erro r s  
whose e l imination would offer the only road to inter­
national susta ined and balanced economic growth . With 
this  admonition , I may as  wel l  end thi s  volume . 
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About the Book and Editor 
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