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Preface

The immediate origin of this volume can be traced
to a small informal meeting of a group of Latin
American economists and political scientists held in
Mexico City in late August 1983 under the auspices of
the Tepoztlan Club. After having discussed the most
recent information on crisis and debt in Latin America
and the external debt management experiences in Argentina,
Brazil, Chile, Mexico, Venezuela, and Central America,
the participants came to the following conclusions:

1. Although the current international economic
crisis presents many of the characteristics of a
particularly severe and prolonged recessive phase of the
economic cycle, it also contains structural factors
that distinguish it from the crisis of the 1930s.

2. The current crisis has spread to all parts of
the world, including socialist economies, via multiple
and complex channels, due to the evolution of an inter-
dependent world with a highly integrated economy.

3. The causes of the acute external and internal
economic imbalances in Latin America go back to the
1960s. The actual depressive and almost desperate
economic situation in the 1980s, however, reflects a
new crisis within a crisis due in part to external
factors and in part to the inadequacies or extravagance
of most Latin American domestic economic policies. When
one looks at the policies followed in the past ten
years by individual countries, particularly in fiscal,
monetary, and trade matters, one has to recognize the
lack of coherence, forethought, and realism that pre-
dominated in successive stages of policy implementation
in the region.

4. Recently and with prodding and the blessing
of international financial organizations, many Latin
American countries, facing external and domestic crises
of a magnitude never registered before, took the road
of adjustment of the external sector by means of
recessive policy, which compromises long-term productive

ix



capacity and growth potential and puts to the test the
political and social tolerance of the highly indebted
countries. Little, if anything, has been done in the
framework of the extremely negative international
developments to set in motion selective changes in
development, investment, consumption, and importing
patterns that would permit the achievement in the medium
term of some sort of balance in the external sector
without compromising the economy's growth potential.

5. The probability of Latin American countries
overcoming the present economic crisis will depend on
their capacity to undergo a process of internal
structural adjustment and on the reactivation of the
world economy. The current world scene is characterized
by uncertainty as regards the possible evolution of the
world economy and perplexity as to how the crisis must
be faced in the industrial countries themselves.

6. Despite the overall gloomy circumstances of
the world and the Latin American economic scene, a
number of emergency measures could be taken to alleviate
the crisis and, in particular, the financial difficul-
ties of the region born from its unusually high external
indebtedness. All these measures might bring some
positive results providing the political will were present
in industrial countries, international official financial
and development agencies, and the international financial
system. Presently, little evidence of such political
will is available.

7. Such emergency measures were identified as the
reprogramming of debt payments and, as far as possible,
the refinancing of the accumulated interests on the
debt; the strengthening and improvement of the role of
international financial organizations; the undertaking
of additional action designed to increase the credit
available from all possible sources--public and
private--in order to lighten the burden of indebted
Latin American countries; and an increase in the overall
international liquidity.

8. Such emergency measures should be complemented
by others of medium- and long-term nature, including
the design of a more stable medium-term financing; the
increase in the participation of international financial
organizations in external development-oriented financing;
the issuing of bonds and similar documents, negotiable
in secondary capital markets, by a number of industrial
countries; and the creation, within the International
Monetary Fund (IMF), of special terms with the aim of
financing that part of the balance-of-payments deficits
of the debtor countries attributable to the increase in
interest rates over and above traditional levels.

9. Additional measures that are strongly advisable
are the reversion of protectionist tendencies in the
industrial countries, the selective increment of direct
foreign investments in Latin America, and the
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strengthening of regional and subregional economic
integration schemes in Latin America, which go through
the disintegration stage because of both extraregional
and intraregional difficulties.

The substantive discussions of the Mexico City
meeting, whose major analytical points and proposals
for remedial actions appear above, also made it clear
to all its participants that whereas the subject of
Latin American crisis and indebtedness is presently
very fashionable in the industrial countries, most of
the growing literature on these matters originates in
them and reflects their concern. Very often the
question is phrased in the form of the possible costs
to industrial countries, and especially to the inter-
national banking community, of the present Latin
American misfortunes. Moreover, many otherwise compe-
tent experts from the northern latitudes look
exclusively at the economic and financial aspects of
the crisis, raising only marginally the key issue of
how long Latin American societies can live with the
austerity resulting from the painful external IMF-
tailored adjustment programs. Very little if anything
is written by these industrial countries' experts about
both the political and social consequences of all these
merciless exercises for the Latin American region it-
self. Moreover, the Latin American writings on the
subject are hardly accessible to those on both sides
of the North Atlantic because of the language barrier,
among others.

Thus, the purpose of this book is to diminish to
some degree this dangerous asymmetry of views available
in the North that distorts greatly the real picture in
which the major factors are not only the international
banking community's interests and international
financial agencies' viewpoints but Latin American
interests and viewpoints as well. After all, the re-
cycling of privately held funds of the order of some
US$250 billion lent to Latin America in the 1970s was
not a charity or rescue exercise but a big business
operation that resulted in very sizable profits for
lenders--whether of discriminate or indiscriminate
type--year after year. What kinds of benefits and
profits ensued from all this, not to direct official
and private Latin American borrowers but to Latin
American societies, still remains to be established.
Since the literature on these aspects of Latin American
crisis and indebtedness is, to say the least, very
scant in the lender countries and even within independent
academic circles, the asymmetry of views is much greater
than it would appear.

All but three contributors to this volume are Latin
Americans. Moreover, not only are practically all these
Latin American writers technically competent observers
of the regional economic and financial scene, but many
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have participated either directly or indirectly in the
most recent attempts to renegotiate the crushing burden
of external debt at national level. I have also been
exposed for some time to all these issues as suggested
by two books, LDC External Debt and the World Economy
and International Indebtedness and World Economic
Stagnation, published in English under my editorship

in Mexico City and Oxford in 1978 and 1979, respectively.
They appeared at the time when the Latin American crisis
and debt were still considered by both the lenders and
the borrowers as a minor and passing issue. What might
seem almost amusing, but is in fact tragic, is that

the contents of these volumes--which stressed that

the structure of the LDC external debt was not sound
(in the late 1970s), nor was the volume of borrowing

in international private financial markets and the
conditions attached to it sustainable for the borrowers
in longer terms--were dismissed by some distinguished
reviewers in prestigious economic and financial
journals of the industrial countries as the expressions
of the "undue pessimism of a group of like-minded
people."

The first part of this book presents eight
chapters on the Latin American crisis and indebtedness
within the framework of the worldwide economic crisis
from which the long-heralded recovery is still not yet
in sight. Most of these contributions concentrate not
only on economic and financial issues but on political
and social aspects as well. All contain a number of
prescriptions as to what could or might be done to free
both the world economy and Latin America from the
present complex predicament comparable only, albeit
partially, with the Great Depression of the 1930s.

It is particularly satisfying to me that Part 1 starts
with a contribution by Dragoslav Avramovi¢. During his
long intellectual and professional career that took

him subsequently through the World Bank, the Secretariat
of the Brandt Commission, and the UN Conference on
Trade and Development (UNCTAD), he dedicated most of

his time and attention to the international indebtedness
problems, as witnessed by his two seminal studies Debt
Servicing Capacity and Postwar Growth in International
Indebtedness (1958} and Economic Growth and External
Debt (1964).

Part 2 contains seven case studies of the process
of external debt accumulation and the rarely successful
attempts at renegotiation in 1982 and 1983. The
chapters in this part deal respectively with Argentina,
Brazil, Mexico, Venezuela, Chile, Peru, and Central
America (discussed as a subregion). As readers will
find out for themselves, the authors do not necessarily
form a "like-minded group" from either the theoretical
or the ideological viewpoint. Some of them are more
neoclassical and some more structuralist. But, since
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all are knowledgeable, intellectually independent, and
clear minded in their respective analytical approaches
and, in addition, know their "stories" from first-hand
experience, some sort of composite picture emerges
from their findings that is not necessarily complimen-
tary of each of the major actors in the "indebtedness
game."

The fact that most authors of the seven case
studies dedicate considerable attention to domestic
political aspects of the indebtedness and its re-
negotiations adds additional dimension to this second
part of the book. One learns from it that, contrary
to the established wisdom, neither the international
financial agencies, the international banking community,
government officials of the borrowing countries, nor
even the private borrowers are dispassionate angels.
All have their ideologies, political and economic
objectives, and bureaucratic interests, among others,
which more often than not are in conflict with those
of the other actors, independent of whether the actual
transactions are of a multilateral or bilateral nature.
Under these conditions, crisis gestation, indebtedness
accumulation, and external adjustment processes cannot
be reduced to models, equations, targets, and
statistical series manipulations. The international
financial relations have always been, are now, and
shall be exercises in power and politics. This is
perhaps the most important message of this book.

This volume could not have been produced without
the most efficient cooperation of a group of con-
tributors dispersed in the triangular area limited by
such distant points as Santiago, Chile; San Francisco,
California; and Geneva, Switzerland. The manuscript
was prepared within a record time of four months thanks
to the generous logistic facilities of El1 Colegio de
México in Mexico City with the no less generous help
of the Program for Joint Studies on Latin American
International Relations (RIAL) at Santiago. Both
institutions deserve sincere thanks for their most
sympathetic and helpful attitude toward the project.

Miguel S. Wionczek
Mexico City
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Introduction

Miguel S. Wionczek
Luciano Tomassini

A majority of experts agree that the world economy
is passing through its worst crisis since the depression
of the 1930s. Less consensus exists, however, about the
nature and causes of the crisis and therefore about
whether at a global level a sustained economic recovery
is now underway. The fact that the recession in the
industrialized countries has been superimposed upon pro-
found structural transformations makes the situation all
the more complex and provokes a general climate of
intellectual confusion.

This confusion is even greater in the case of Latin
America. In effect, the international crisis 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 foreign borrowing. Among the
principal manifestations of the crisis in the region, the
one that stands out is the explosive growth of the Latin
American external debt service and the high social cost
of the adjustment that Latin American countries have been
making in order to pay their external obligations under
conditions of domestic and external crisis. Although
under present circumstances it would be unrealistic to
expect the countries "to adjust without pain," it is no
less certain that the costs of adjustment should be
better distributed among all the parties concerned--
debtor nations, lending banks, industrialized countries,
and international financial organizations--if sacrifices
that could exceed the limits of political tolerance in
Latin American societies are to be avoided.

It is because of all this that both debt and adjust-
ment not only constitute two very closely linked themes
but also have economic and political content. One of the
factors that has complicated the understanding and the
management of the crisis has been the reserve with which
the majority of Latin American countries have treated
these links between the politics and the economics of the



external indebtedness. The debt problem used to be
considered as the almost exclusive responsibility of the
monetary authorities and private banks of the debtor
countries, 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 links between the economic and the political
nature of the debt problem, reflected in the extremely
limited scope of the groups that have to date managed the
crisis, one comes to the conclusion that little progress
on the external debt will be achieved in the region as
long as the entire issue is not put in the broad political
context. Since the worsening of the crisis in late 1982
the first important step in this direction was made at
the Quito economic conference held in January 1984, the
conference called in response to an initiative of the
president of Ecuador, Osvaldo Hurtado. At the Quito
conference for the first time formal consideration was
given to the debt problem at the political level. The
regional consensus reached there was that the external
debt service policies, as well as the modes and intensity
of adjustment, must keep in mind proposals formulated by
the Latin American countries themselves, because the
whole exercise would fail in the longer run if the need
to assure economic growth and acceptable living conditions
for the Latin American societies of the region were for-
gotten during the adjustment process. Specifically, the
Quito conference proposed that debt service not exceed
a reasonable proportion of the debtor countries' export
earnings.

This small progress toward more equitable treatment
of the Latin American debt servicing and the adjustment
process was in part the consequence of a wide and diverse
discussion of the whole indebtedness problem that took
place in Latin America in 1982 and 1983, lifting the
curtain of secrecy that had surrounded that issue
traditionally. The UN Economic Commission for Latin
America (ECLA) and the Latin American Economic System
(SELA) contributed to this debate but so too did a number
of academic independent research organizations qualified
to promote a frank debate on the subject. 1In effect,
these academic institutions paved the way to a more open
dialogue among governmental and nongovernmental sectors
affected by the indebtedness crisis.

In this regard, two institutions joined forces to
organize the conference of which this book is an indirect
result. The Program for Joint Studies on Latin American
International Relations (RIAL) with headquarters in
Santiago, Chile, an association of Latin American social
research centers, promoted during 1983 a series of meet-
ings in various parts of the region about the external
debt problems of Latin America. The other organization
was the Tepoztlan Centre, a small Mexican think tank
dedicated to reflection and debate about fundamental



questions concerning contemporary developing societies in
Latin America and elsewhere. Joint efforts of these

two institutions translated themselves into a conference
that took place in the Tepoztlan Centre, Morelos, Mexico,
in July 1983. This book represents in a way a follow-up
of that gathering. The authors of several of the
chapters included in this volume participated in the
above-mentioned encounter, the major conclusions of which
are reported in the Preface.



Taylor & Francis
Taylor & Francis Group

http://taylorandfrancis.com


http://taylorandfrancis.com

Part 1

Global and Regional Issues



1
External Debt of Developing
Countries in Late 1983

Dragoslav Avramovi¢

In the fall of 1983, forty to fifty developing
countries engaged in debt-rescheduling negotiations.
These countries included twelve of the twenty largest
debtors, accounting for more than half of the total debt
of developing countries. No immediate prospects for
relief were in sight. Interest rates in real terms were
almost as high as at the peak of the international credit
crunch of mid-1982, which was the immediate cause of the
debt crisis, and no improvement had taken place in the
average maturity of the debt. Export commodity prices of
developing countries had improved from the low point of
November 1982, but new pressures on sensitive commodity
markets had appeared since the summer of 1983. Capital
market lending to developing countries had not recovered
from the near collapse of August 1982. The debt-
rescheduling and emergency-financing operations arranged
at great effort during late 1982 and early 1983 would be
running out in most cases during 1984, and new arrange-
ments had to be made, frequently under more difficult
circumstances than the first round. Deflationary
pressures on the major developing debtor countries had
already taken their toll in reduced real incomes and in-
creased unemployment. Social and political tensions were
on the increase in large parts of the developing world as
1983 drew to a close.

In an earlier study of the debt problem of develop-
ing countries I argued that over the long run the risk of
debt failure was small, provided the present crisis was
successfully handled.! Most of the heavily indebted
countries have proved that they can absorb modern
technology, organize efficient production, penetrate the
international market at extraordinary speed, and give
priority to meeting their external financial obligations
under most circumstances. This argument still stands.

I also emphasized that over the short and medium term the
risk of transfer difficulties and interruptions in pay-
ments was acute in many cases because of the adverse
movements in the terms of trade, a large overhang of



short-term debt, excessive interest rates on the part of
the debt, uncertainties concerning future capital market
lending, insufficient access to product markets, and
lapses in domestic financial policies. This risk has now
materialized. I also stated that the extent and duration
of the transfer problem would depend in part on the
willingness of the international community to cope with
the present liquidity crisis and in part on the willing-
ness of debtor countries to improve on their performance
in several critical areas, and it was concluded that a
failure to resolve the short-term problem quickly and
decisively might affect adversely the long-run future.

The need for a comprehensive program has now become
even more urgent. Failure to adopt it will lead to a
further sharpening of the internal difficulties in some
major debtor countries because of the pressure of debt-
service payments on an already weakened structure; it
will prolong the present chaos in external financial
flows of many developing countries and raise further the
uncertainties concerning stability of major parts of the
international financial system; and it could harm the
future capacity to pay of a number of developing coun-
tries, as a continuing low level of investment would
adversely affect their competitive capacity in the
international market.

AMOUNTS AND PROPORTIONS

The aggregate external disbursed public and private
debt of all maturities owed by developing countries was
of the order of US$750-800 billion at the end of 1982.
The long- and medium-term portion was estimated at about
US$600 billion.? The short-term debt, of a maturity
under one year, was estimated at US$150-160 billion.?
This latter amount may well be an understatement: 1In
most recent liquidity crises the actual amounts of short-
term debts turned out to be higher than the estimates.

About 70 percent of the aggregate debt and an even
higher proportion of debt service are accounted for by
twenty countries. The individual country figures are
set forth in Table 1.1.

The largest debtors in absolute amounts--Brazil,
Mexico, Argentina, South Korea, and Venezuela, together
accounting for US$290 billion or almost two-fifths of
developing-country total debt--do not invariably carry
the largest debt per capita or as a proportion of gross
national product (GNP). Debt per capita is highest in
Israel (US$5,437), followed at a considerable distance by
Venezuela (US$2,139), Chile (US$1,594), and Portugal
(US$1,424). Argentina, Mexico, and South Korea are
farther down. Brazil is in the middle of the list
(US$771), and Indonesia, Pakistan, and India are at the
end, with the latter at US$29 per capita. As a proportion



Table 1.1 Largest Debtor Countries (debt in billions of U.S.
dollars)

Aggregate Disbursed Debt Long- and Medium-Term Debt

(long-, medium-, and Disbursed Debt Service

short-term) Debt End Paid in

Mid-1983 End 1981 1981 1982
Brazil 93.0 70.0 65.6 18.5
Mexico 85.0 72.0 54.4 15.2
Argentina 40.0 35.7 20.0 4.9
South Korea 39.0 32.8 20.8 4.8
Venezuela 33.0 18.9 14.9 7.8
Israel 21.5 18.0 - -~
India 20.0 - 19.4 1.7
Indonesia 20.0 - 18.2 3.4
Philippines 20.0 15.8 9.5 2.1
Yugoslavia 20.0 20.0 16.8 4.7
Algeria 18.0 17.8 17.0 4.8
Chile 18.0 15.0 12.3 3.3
Turkey 16.2 15.5 14.1 1.9
Egypt 16.0 15.0 14.0 2.4
Portugal 14.0 10.0 - -
Nigeria 13.0 - 6.0 1.9
Peru 11.6 9.7 7.3 1.9
Morocco 11.0 —_ 8.0 1.9
Colombia 10.0 - 6.0 1.1
Pakistan 9.0 8.8 8.8 -

Source: Organization for Economic Cooperation and Development,
External Debt of Developing Countries: General Survey 1982 (Paris,
December 1982); press reports.

of GNP, debt is again largest in Israel (105.0 percent),
followed by Chile (62.3 percent) and Morocco (61.2 per-
cent). South Korea, Peru, Egypt, and Portugal follow.
The median value is slightly above 50 percent, with
Mexico marginally above (53.1) and Brazil (34.7),
Yugoslavia (31.8), and particularly India (11.3)
substantially down. Tables 1.2 and 1.3 in the chapter
appendix provide details. Changes from the earlier
study are marginal.®

The newly industrializing countries carry most of
the debt, but they are not the only debtors. The low-
income countries (under US$600 capita) owe US$110 billion
or 18 percent of the total developing-country medium- and
long-term debt (at the end of 1982). The proportion of
their exports absorbed by service on this debt (debt-
service ratio) amounted to 23 percent in 1982, barely
lower than for the newly industrializing countries and
higher than the 19 percent average for the developing
countries, including the Organization of Petroleum
Exporting Countries (OPEC), as a group (see Table 1.4 in
chapter appendix). In addition, it is in the low-income



countries where most of the payments arrears are
encountered: Twenty of the thirty-three countries
specifically identified as having arrears at the end of
1982 were at or below US$600 per capita income.®

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 most cases. Debt and debt
service rose even faster, however. As a result, the debt-
service ratio rose by some 50 percent between the early
1970s and the early 1980s (Tables 1.4 and 1.5 in the
chapter appendix). Its average level in 1981-82 of 20-25
percent on medium- and long-term debt was not out of line
with the ratios recorded for Canada, Australia, Argentina,
and the Union of South Africa--the traditional successful
borrowers--in the early 1900s and the 1920s.® The ratios
were much higher, however, when the repayments of short-
term debt are included: In five cases, aggregate debt
service exceeded the total value of debtor-country
exports in 1982.7 The continuing rollover of short-term
debt and long-term capital inflow without interruption
are crucial for the maintenance of debt service in such a
situation: The breakdown in these and the collapse of
world trade led to massive defaults in the 1930s, at an
even lower level of debt-service ratios than at present
(Table 1.6 in chapter appendix).®

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 of repayment are too short. At the
amortization (repayment) rate of 1982, the aggregate
medium- and long-term debt of developing countries would
be retired in seven and a half years.® This is shorter
than the life of most development projects. During 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 loans.!® Furthermore, short-term credit was with-
drawn in a number of cases. Prior to 1981, short-term
debt was almost automatically rolled over, as it financed
mostly current trade. In the debt crisis of 1981-82
this practice stopped, and a number of developing coun-
tries experienced a sudden need to repay massive amounts
out of dwindling or nonexistent exchange reserves.
Particularly affected were interbank credit lines, but
ordinary trade credits were not spared.!! What was
happening in recent years may be called debt reorgani-
zation 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 level that an
average debtor will find hard to sustain. More than
US$300 billion of the debt of developing countries is now
owed to banks.!? Most of it is contracted at floating
interest rates and is denominated in U.S. dollars. These
rates, consisting of the base rate (mostly London Inter-
Bank Offer Rate--LIBOR--and sometimes U.S. prime) and the
margin to reflect "country risk," were running at 12 per-
cent on the average in October 1983. The U.S. prices are
now increasing at 3-4 percent per year, giving a real
rate of interest of 8-9 percent. The real rate facing the
developing-country borrowers is even higher, as their
export commodity prices have stopped increasing on the
average and their prices of export manufactures are
probably falling. For these countries the nominal
interest rate of 12 percent can be considered at least
equal to the real rate.!® At this rate the debt burden
will be rising with almost mathematical certainty for most
debtor countries. They will be compelled to borrow at
12 percent interest just to pay interest; and debt will
increase faster than real output, resulting in a rising
proportion of national income being absorbed by debt
service abroad. The hopes of late 1982 and early 1983
that interest rates would fall toward their long-run
real level of 2 percent did not materialize.

In 1982, service on aggregate medium- and long-term
debt of developing countries (amortization and interest)
amounted to US$125 billion or 21 percent of this class of
debt principal (US$600 billion). Service on short-term
debt is not known, but it must have been substantial.

For 1983, service on all debt of the twelve largest
debtors was estimated at the staggering sum of US$190
billion, or 44 percent of their aggregate debt
principal.!* Seven of these twelve debtors, including
four of the top five, requested postponement of payments
on a part of the debt or emergency financing.

PRODUCTIVITY OF LOANS

A view has been expressed by the GATT (General
Agreement on Tariffs and Trade) Secretariat that current
debt-servicing difficulties reflect unproductive use of
funds rather than unfavorable external events and diffi-
cult debt-servicing terms: "A difficulty for the
financial system is posed by the fact that a significant,
though not precisely determinable, proportion of the
additional indebtedness incurred in the 1970s represents
what is best called 'deadweight debt'--that is debt to
which there correspond no additional production facili-
ties from which to service it."!?®

The World Bank has disagreed with this diagnosis and
argued that on the whole the developing countries used
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borrowed funds productively.'® Essentially the same

argument has been made by the Bank of England.!’ William
Cline of the Washington-based Institute for International
Economics in a recent study found that "it would be in-
accurate to conclude that the bulk of the debt contracted
has failed to go into productive investments; the
evidence tends to indicate that most borrowing was
productively used."?!® .

In the earlier study I argued that the economic
results achieved by the newly industrializing countries--
the major debtors--have in most cases met the long-run
debt-servicing-capacity requirements. The latter have
been defined as a continuing growth in per capita pro-
duction and the underlying process of rapid accumulation
of productive capital, so that the incidence of debt
service falls on a part of the increment in per capita
income and allows the domestic consumption and investment
to rise pari passu with the growth of debt service.
Specifically, I argued that over the preceding two
decades:

1. The rates of growth of gross product, in the
aggregate and per capita, had been impressive
and sustained; the aggregate had surpassed the
growth rates recorded in the industrialized
countries by a substantial margin, and the per
capita income growth, after a moderate lag in
the 1960s, had exceeded that of the indus-
trialized countries in the 1970s. An important
exception had been the low per capita growth rate
in the industrializing countries of South Asia
and particularly in Africa south of the Sahara.
For developing countries as a whole, the
aggregate growth rate in the 1960-1980 period
averaged 5.8 percent and the per capita rate
3.5 percent per annum.

2. The growth achievement had been a result of the
capacity to absorb modern technology and to
organize efficiently low-cost production, after
an initial period of infancy. The share of
manufacturing in gross domestic product (GDP)
in Latin America, southern Europe, southern
Asia, the Middle East, and northern Africa
averaged some 23 percent in the late 1970s
compared to 19 percent in 1960; it was
approaching the share that obtained in the
developed countries (27 percent). A number of
developing countries had ceased to be the
periphery of the world economy and had become
industrial centers in their own right.

3. Accelerated industrialization led to diversifi-
cation of the export structure of the newly
industrializing countries. Manufactures in 1983
accounted for slightly more than one-half of the
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total exports of eastern and southern Asia and
southern Europe, compared to less than 30 per-
cent twenty years before. The Latin American
progress had been less rapid until a few years
ago, but there had been a major upsurge in the
late 1970s, led by Brazilian automotive exports.
The developing countries' overall exports of
manufactures had continued to grow in the 1970s,
as they had in the 1960s, at an average annual
rate of 12 percent (in constant 1978 prices),
compared to 8.5 percent for total world trade in
manufactures in the 1970s. It must be added,
however, that vast areas of developing countries,
including the newly industrializing ones, remain
major commodity suppliers to the world markets
and continue to be exposed to vicissitudes of
demand and prices. This is particularly the
case with Latin America, the Association of
Southeast Asian Nations (ASEAN), and parts of
the Indian subcontinent.

Investment had been increasing faster than
aggregate production, indicating a rising share
of the plowback into future capacity to produce.
As a result, the rate of investment as a pro-
portion of GDP in developing countries had showed
an upward leap from 19 percent to 26 percent
between 1960 and 1980; it was above the level in
the industrializing countries by the late 1970s,
in the reckoning of the World Bank.

National savings rates had risen on the average
by a third. Within this, an enormous upward
shift had occurred in eastern Asia, from under
10 percent of income in 1960 to almost 24 per-
cent in 1977. A remarkable increase had also
occurred in southern Asia, from 12.5 percent to
17.6 percent of income. 1In Latin America and
southern Europe, national savings had only kept
pace with income, at levels averaging about 20
percent.

For a successful outcome of a growth process
financed partly by foreign borrowing, it is
crucial that the gap between investment and
savings, initially large, starts closing as
growth proceeds, to be ultimately replaced by a
surplus that will be used to retire the debt if
necessary. I1f the gap starts falling as a
proportion of income, the debt will cease to
grow at a certain point, and the entire borrow-
ing process will be self-liquidating. The
available data suggested that despite the rise
in the price of imported oil, the gap in the
current account as a proportion of GDP had
fallen in both eastern and southern Asia between
1970 and 1977. It had increased moderately in
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Latin America and more sharply in southern
Europe. For developing countries as a whole,
it had declined.!®

Despite the above evidence, the GATT Secretariat has
a point concerning wasteful use of foreign loans. For
one thing, a part of capital inflow was offset by capital
exports in some countries; it was used for purchases of
military supplies in others; and there was inappropriate
use of public funds for private benefit in an unknown
number of cases. Private capital outflow from Mexico
has been variously estimated at US$17-39 billion,
Venezuela US$6-18 billion, Argentina US$8-11 billion,
and Brazil US$12 billion (1982 alone).2? Military
purchases and fees in Argentina have been quoted at
US$10 billion.2! Second, free-trade policies, coupled
with frozen exchange rates, led to a massive increase in
imports financed by foreign borrowing, without a
corresponding increase in domestic capital formation.
Instead of resulting in improved resource allocation
claimed for them, such policies led to excessive foreign
competitive pressure on domestic production, increased
unemployment, and large external debt. This happened in
Chile.

Major commercial banks have not been anxious to sell
their loans to major developing debtor countries. There
is a limited secondary New York market in syndicated loans
to Latin American governments. The sellers are small
U.S. regional banks and the European banks. In early
1983 the discounted paper included Brazilian and
Venezuelan loans, and the discounts ranged between 5 per-
cent and 12.5 percent of face value. It was stated that
the bigger banks are reluctant to sell because they do
not want to take write-offs.?? Another explanation,
offered to me by a prominent London investment bank, was
that large commercial banks wanted to stay in major
developing debtor countries in view of their favorable
long-run growth prospects even though the banks were
reluctant to increase their current exposure. The
Japanese banks, required by the government to set aside
a special reserve against losses on their doubtful
foreign loans, made only nominal provisions with respect
to their major borrowers. It was unofficially reported
that the banks set aside funds equal to around 50 percent
of the maximum allowed in the cases of loans to Poland,
Vietnam, Cuba, and Zaire; 25 percent in the cases of
Bolivia, Honduras, Costa Rica, Romania, Senegal, and
Sudan; 10 percent in the cases of Yugoslavia and Liberia;
and only 5 percent in the case of loans to Mexico,
Argentina, Brazil, and Venezuela.?2?®
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EXTERNAL FORCES 1981-1982

During 1981 and 1982 the developing countries were
exposed to three shocks of major proportions and in rapid
succession. They were the main cause of debt-servicing
troubles in most major debtor countries. First, commodity
prices fell sharply as the world recession became deeper
and more widespread and as the upswing in interest rates
forced sales from commodity inventories, the cost of
carrying them having become increasingly prohibitive.
Export commodity prices other than oil in 1982 were on the
average 30 percent down from the average of 1980. . The
president of the World Bank estimated that between 1980
and 1982 the annual export revenue of developing coun-
tries dropped US$40 billion, as a result of falling
prices of nonfuel commodities and stagnation of other
categories of developing-country exports.?*

Second, the upward shift in the international rate
of interest not only meant a sharply increased cost of
new borrowing but also led to a revaluation of charges on
the existing debt contracted at floating interest rates
(see the section on "Debt-Servicing Terms"). From 1978
to 1981, LIBOR doubled, and according to the managing
director of the International Monetary Fund (IMF),
interest payments by the nonoil developing countries on
their long-term foreign debt alone rose by some US$23
billion. Furthermore, the average maturity shortened.
The president of the World Bank estimated that the annual
debt service for medium- and long-term debt went up
US$37 billion between 1980 and 1982.%2° According to
the Organization for Economic Cooperation and Develop-
ment (OECD), the increase amounted to USS$33 billion for
non-OPEC countries and US$11 billion for OPEC, or a total
of US$44 billion between 1980 and 1982.%2° A continuing
appreciation of the U.S. dollar has been an additional
element hardening the terms of debt servicing.

Third, in August 1982 international capital market
lending to developing countries, mostly syndicated bank
lending, nearly collapsed. In the period September-
December 1982, this lending was running at US$19 billion
annually, compared to US$51 billion in 1981, a shortfall
of US$32 billion. For oil-importing countries alone,
this shortfall amounted to US$30 billion.2’

The aggregate adverse swing for non-OPEC developing
countries, resulting from falling export revenue, rising
debt-servicing costs, and the fall in capital market
borrowing, amounted to about US$170 billion over the two
years 1981 and 1982.%° The situation in 1979 and 1980
was already quite difficult for those countries, as they
had just sustained the second oil-price increase.

Although the oil-importing countries were carrying
the brunt of the adversity, the oil-exporting countries
did not escape it. The volume fell sharply following the
1979 price increase, the recession, and the chaotic
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marketing conditions, leading to a large reduction of
export and fiscal revenue. The exports of OPEC countries
in 1982 amounted to US$213 billion, compared to US$295
billion in 1980, a decline of US$82 billion or 28 percent.
The cumulative decline over the two-year period 1981-1982
amounted to US$105 billion.2?® The few surplus-oil
countries recouped a part of their revenue decline through
higher earnings of interest on their foreign bank deposits
and similar assets abroad. For the majority of oil-
exporting countries there was no such remedy, and they

- went through a deflationary experience similar to that of
many oil-importing developing countries..

EXTERNAL FORCES 1983

Export commodity prices of nonoil developing coun-
tries improved during 1983 as economic activity picked up
in the United States, with the associated increase in
the U.S. demand for inventories. The price of oil
stabilized, after much effort, through a collective
action of OPEC and non-OPEC exporters, commonly concerned
about the potentially disastrous financial effect of a
continuing slide in the oil commodity market.®® The
commodity situation remained uncertain, however. In
September 1983 the dollar price index of export commodi-
ties of developing countries other than oil was 16 per-
cent higher than its bottom level of November 1982, but
still 22 percent lower than the precrisis average of 1980.
Prices of metals, which had led the price recovery in
early 1983, started weakening again after the summer of
1983, perhaps presaging a new slowdown in the indus-
trialized countries.®! Nominal interest rates were lower
than their peaks recorded from time to time in 1980-
1982, but they remained high in real terms. Net bank
lending to nonoil developing countries in the first half
of 1983 was reported at US$5.8 billion, that is, at an
annual rate half of that in 1982 and one-quarter of the
precrisis level of 1981.%2 1In summary, the international
situation at the end of 1983 was somewhat easier than
in 1982, mainly due to a partial recovery in commodity
prices; but in the meantime the internal situation in a
number of debtor countries had become worse as deflation-
ary programs. took their toll.

EMERGENCY ACTION IN 1982 AND 1983

A series of international measures was undertaken,
swift under the circumstances, to cope with the most
critical country situations. These measures, usually
initiated by the U.S. government and orchestrated by the
IMF, included assistance by central banks of some key
creditor countries and some of their official agencies,
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"involuntary"” lending by creditor commercial banks,
bridging assistance of the Basel-based Bank for Inter-
national Settlements (BIS), and drawings on the IMF.

The arrangements were short term, and the amounts pro-
vided were tight. The situation was shored up in
different degrees for the time being, but further actions
are virtually inevitable. The bankers' views on the
continuing gravity of the problem leave little room for
doubt:

The international debt situation is far more
serious than anticipated a year ago. Solutions
were found for the major debtor countries, but
they are strictly short-term. If we are lucky,
the packages that were put together for 1983 will
actually hold until the end of the year, but . .
this is not certain. Moreover, the arrangements
that will have to be agreed on for 1984 for many
debtor countries will be difficult to arrive at.
. « . It is going to be extremely difficult to
make the additional net funds available which
will be necessary every year to keep the develop-
ing countries going.33

Although only two of the recent restructuring
agreements for lesser developed country debt have
actually been signed, it is already clear that a
second round of negotiations is inevitable. There
are several lessons to be learned from these

recent efforts before determining what to do next.
First, debt problems will take much longer to work
out than was thought originally. Second, fear is
now mounting that a growing number of countries
will be unable to cope with their post-rescheduling
obligations. Some countries are already having
trouble keeping their interest payments current,
and are unlikely to meet their payment schedules
once the grace period has elapsed. Third, present
rescheduling mechanisms are inefficient. Creditors
and key LDC policymakers have been so tied up in
marathon sessions to patch up current reschedulings
that they have been unable to address any of the
long-term issues. Fourth, it has become clear that
the debt problem cannot be solved in isolation

from other problems. Any solution must address

a much wider range of economic and monetary issues
than is currently being considered, and packages
must be paced to an actual increase in world trade,
rather than simply based on the assumption that an
increase will occur.

The "rescue packages" hastily put together by
Western governments, international organizations
and commercial banks in the first months of 1983,
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cannot ultimately reduce the vulnerability of the
international financial system so long as new money
is used merely to pay interest. 1In order for growth
to be resumed and for confidence in international
banking to recover, ad hoc bail-outs must give way
to long-term policies geared to a sustained
recovery.

The flaw in the current strategy is that there is
not enough direct emphasis on LDC growth. We are
all talking about growth, but there is too much
risk that current policies won't be sufficient.
Without faster growth, we are buying not only
economic and financial chaos, in my view, but

de facto defaults on the order not yet seen.?®

Carlos Alzamora and Enrique Iglesias have stressed
that the "rescue schemes" have offered few prospects
for economic growth as the additional resources committed
by the banks, the IMF, and others have not been sufficient
for payment of interest. Coupled with other unfavorable
factors, primarily export crisis, this has led to domestic
difficulties that have aptly been called "internationali-
zation" of the world recession. Domestic interest rates
in the debtor countries have skyrocketed to levels in
real terms that do not seem credible: in some cases 30-
40 percent per year. The domestic financial crisis is
now increasingly seen as a more intractable problem than
the inability to pay foreign creditors.3® 1In fact, both
are interrelated as resource drain to pay debt service
is accompanied by domestic recession that leads to
underutilization of capacity and unemployment of labor:
The deflationary policy compounds their effect. Serious
weakening of the finances and ability to grow of many
enterprises in developing countries has occurred: High
cost of borrowing, declines in sales due to both the
domestic and the international recessions, and de-
valuations that have raised enormously the cost of debt
servicing have caused corporate distress on a wide geo-
graphical basis--Argentina, Brazil, Chile, Ecuador,
Korea, Mexico, Philippines, Turkey. Lag in new invest-
ment and replacement leads to obsolescence that will
affect the capacity to compete in the international
market: "Brazilian businessmen believe that, if the
squeeze goes on much lon?er, the best of the country's
industry will collapse."”’

Uncertainty as to where the deflationary pressure
on the developing debtor countries will ultimately lead
has recently been expressed by the governor of the Central
Bank of the Federal Republic of Germany, an institution
not known for financial laxity:

With remarkable flexibility and in a striking act
of international cooperation a number of central
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banks, the IMF and the large commercial banks
averted the worst in August last year. Since

then we have been in a period of permanent crisis
management. I am not by any means using this

term in a derogatory sense. We need crisis
management in order to gain time to correct faulty
developments on a durable basis; but we should not
succumb to the illusion that crisis management
itself is the solution.

An outstanding role in the process of crisis manage-
ment is played by the International Monetary Fund.
It has imposed tough conditions on the countries
concerned. Their political and social consequences
are not completely foreseeable, at least not for
me. I can also understand that the question is
increasingly being asked whether the IMF's
philosophy is at all applicable to the problems

of the countries with which we are now concerned.
As we all know, the philosophy of the IMF was
developed in 1944 in Bretton Woods for quite
different cases, namely for overcoming temporary
balance-of-payments disequilibria 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
developing countries such as Brazil or Argentina.
It is only by this means that they are able to
import real resources. This is why it is an un-
satisfactory state of affairs that in the train of
the adjustment process imports of capital goods,
and hence the future growth potential of these
economies, also have to be restricted. The
exceptionally heavy debt-service burden, which in
many cases is higher than export receipts, leads
to the undesirable result that a transfer of

real resources takes place in the opposite
direction to the one that is necessary.?3®

INTERDEPENDENCE

The depression in major debtor countries has had
adverse trade effects on the outside world and may have
adverse effects on the international financial system.
Cancellation and postponement of a number of major
investment projects in Brazil, Mexico, Indonesia, Nigeria,
Philippines, Venezuela, Yugoslavia, and Egypt, as well
as in other countries of the Middle East, have affected
the suppliers in both the more advanced developing
countries and the developed countries. As capital-goods
exports dominate the European sales, the latter have
suffered: Exports to Mexico from the Federal Republic of
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Germany in the first eight months of 1983 fell by 57
percent, to Venezuela by 48 percent, and to Brazil by

27 percent, compared to the first eight months of 1982.3%%
British exports to Argentina in the same period fell by
91 percent, to Mexico by 51 percent, to Venezuela by 47
percent, and to Chile by 22 percent.“? 1In the case of
the United States, a wide range of manufactured and
agricultural exports was affected. Total exports to non-
OPEC countries fell by 46 percent between the first half
of 1981 and the first half of 1983, and exports to Mexico
by 52 percent. "The depression in the non-OPEC develop-
ing countries has had a much greater adverse effect on
our [U.S.] exports than the appreciation of the dollar.""“?

Another victim of the debtors' depression has been
the trade among developing countries: The import
capacity of those affected by the crisis has fallen
sharply while the capacity of developing-country exporters
to provide export credit has been drastically curtailed
in light of their own acute shortage of convertible foreign
exchange. Brazil's exports to the rest of Latin America
dropped from US$5.5 billion in 1981 to an estimated
US$1.7 billion in 1983, and a Yugoslav oil exploration
enterprise had to withdraw from projects in four coun-
tries.*? The reduction in the intratrade and investment
of developing countries came at a time when it was most
needed to offset in part the consequences of slow growth
in the rest of the world economy and to contribute to its
recovery.

Loans to developing countries are a small proportion
of total bank loans, but they are a large proportion of
bank capital. 1In periods of payments difficulty, the
attention inevitably shifts to the latter: It is bank
capital that ultimately serves to meet depositors' claims
if the loans the bank has extended fail. At the end of
1981, the U.S. banks had outstanding loans in developing
and East European countries of about US$100 billion;
this compared with total capital of the thirty largest
U.S. banks of US$40 billion. The hundred largest non-
U.S. banks had an estimated total of outstanding loans in
the two areas of US$200 billion; against this they had
total capital of US$120 billion.*® The exposure of banks
on the average was 200 percent of capital. Most of the
U.S. banks' exposure is in developing countries; most of
the East European debt is owed to non-U.S. banks.“*

Loans to Mexico in mid-1982 amounted to US$64.4
billion, of which US$24.4 billion was owed to U.S. banks.
As a proportion of capital the loans ranged, for ten
major U.S. banks, from 40.0 percent to 66.7 percent."?®
It was with respect to one of these that "about noon on
19 August 1982 rumours swept through Wall Street that a
major U.S. bank was going to fail. Bank stocks plunged.
According to the rumours Mexico was about to default on
its foreign debt, and this would undermine the unnamed
bank. Could this be the beginning of a panic and
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chain-reaction collapse?"“® 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 issues on Friday, August 20, 1982.%7
By that time action was already well under way by the

U.S. Treasury to inject funds into Mexico.

In the case of Brazil, which owes to U.S. banks about
US$22 billion, exposure to capital for major banks ranges
from 43.9 to 77.7 percent.'® Share prices of a number of
these fell sharply in New York on October 21, 1983,
apparently as a result of renewed apprehension that
continuing difficulties in Brazil-IMF negotiations,
sharpened by the conflict over the IMF insistence on a
reduction of Brazilian wages, would make it impossible to
reach agreement on a new "package" of financial and policy
measures by a scheduled date in November.’? A week later
it was reported that commercial banks were exerting heavy
pressure on the IMF to be more understanding of the
political difficulties facing the Brazilian government in
the implementation of its wage policy, and it was felt
that Brazil should be given more credit for the austerity
measures it had already undertaken.5!

Cline has examined the possible effect on the U.S.
financial system of serious debt difficulties and possible
action by the debtors:

For Western banks, repudiation of a substantial
portion of loans to developing countries and
Eastern Europe would be crippling. Even wide-
spread moratoria could have a severe impact on
the banks. . . . As a hypothetical illustration,
consider what would happen if Argentina, Mexico,
and Brazil were to miss one year's payment on
principal and interest, and were to do so in a
sufficiently aggressive way that it seemed
appropriate to write off fully the payments missed.
The complete loss of one year's payments due from
these three countries would cause losses equal

to 28 percent of the capital of the nine largest
U.S. banks even after taking into account of
offsetting profits on other loans. . . . These
three countries owe US$31.3 billion to the nine
largest banks, whose capital broadly defined is
only US$29 billion. For 1983, debt service due
(before recent restructurings) on this amount

was US$13.7 billion. Profits of these banks in
1982 amounted to US$5.5 billion before taxes.

Thus a loss of US$13.7 billion would cause total
losses of US$8.2 billion or 28 percent of capital,
and without offsetting items generating taxes,
these losses would have to be fully absorbed out
of capital. Although the resulting cut in capital
would not cause insolvency, it would mean that
the banks would have to begin to reduce their
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total loans sharply in order to reestablish the

5 percent ratio of capital to loans required by
regulators. The Wall Street Journal, June 10 and
20, 1983, pointed out that although the capital
requirement for large banks has not been rigid,

it is becoming more so as regulators respond to
increasing congressional pressure. A new formal
requirement of 5 percent capital backing for large
banks was adopted in mid-1983. There would thus
be a multiple reduction in loans. Potentially

the nine largest banks would have to cut their
loans outstanding by approximately US$160 billion
as a result of a loss of US$8 billion of their
capital from one year's loss of principal and
interest from Argentina, Brazil, and Mexico under
conditions where these losses had to be written
off. Both because of loan cutbacks and because

of the sharp increase in risk premium, the
interest rate could be expected to rise, causing
recessionary pressure. Even if the Federal Reserve
loosened the capital backing of loans temporarily,
the potential would exist for economic shock waves
through reduced credit availability to American
business and consumers and, as a result, increased
unemployment. To a considerable extent, the
sequence of events that would follow major bank
losses because of country losses remains un-
charted waters. . . . To the extent that central
banks made loans to the affected private banks in
an attempt to replace at least partially the
repayments that otherwise would have been received
from countries failing to make payments, there
could be inflationary consequences. . . . Despite
the fact that the Federal Reserve could respond

in a crisis, there would be enormous economic
risks from a large-scale banking crisis. If a
wider front of country defaults were to occur,
many major banks could become insolvent. For the
nine largest banks this result would occur if

just Brazil, Mexico and Argentina repudiated

their debt, or if all developing and East European
countries experienced sufficient difficulty that
one-third of their debt had to be written off.
Normally bank insolvencies are dealt with by
merger, with a larger, sound bank absorbing the
bankrupt concern. But in the situation just
described, merger would be highly unlikely. There
would be no banks larger than the failing banks

to absorb them. 1In the past merger has tended to
guarantee the deposits of all depositors. 1In a
bankruptcy of the major banks, however, it is likely
that only deposits covered by the Federal Deposi-
tors' Insurance Corporation would be guaranteed
[in the United States], a maximum of $100,000 per
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account. For the U.S. banking system, deposit
insurance covers only 73 percent of total deposit
value. . . . A truly massive failure of external
debt could bring down many major banks. Regard-
less of the emergency public measures that might
be mounted in response, the potential economic
consequences could be devastating.®?2

Another element that raises the risk of chain re-
action among financial institutions is substantial
interdependence of banks. Interbank deposits account for
almost 40 percent of total Euromarket deposits; in the
Asian dollar market, the proportion is 55 percent.
Domino-style effects under these circumstances are almost
inevitable.

The risks inherent in the situation are reflected in
low prices of bank shares despite high bank profits, in
some cases very high. As a multiple of profits, the
share prices of major U.S. banks with a heavy foreign
exposure amounted to 5:1 in late October 1983. By
comparison, the average price-earnings ratio for all
companies listed on the New York Stock Exchange was 14:1.5°
Almost all major bank shares, it was reported, were trad-
ing substantially below book value, in some cases at
around half.®* What bank shareholders were getting
in dividends they were partly losing in market valuation
of capital: An unsatisfactory situation reflecting
market disbelief in the durability of profits derived not
from prosperous borrowers but from a squeeze on their
stagnating or falling incomes.

THE FUTURE

Three sets of proposals have been made to deal with
the debt problem. The first suggests a continuation of
present practices. The second calls for readjustment of
debt terms through a takeover by a public agency of debts
at a discount. The third proposal calls for an extended
moratorium.

Continuation of present practices is the current
official doctrine of most creditor countries. Their
implications, with some modifications, were worked out by
Cline in what he called "a containment strategy."®?®
The strategy was based on the assumption that OECD growth
would recover to 3 percent per year, that the debtor
countries would have a lower growth rate than in the past
(2.5 percent in 1983, 3.5 percent in 1984, and 4.5 per-
cent in 1985 and 1986), and that the base real interest
rate (London Inter-Bank Offer Rate--LIBOR) would fall
from 11 percent in 1982 to 5 percent in 1983, 4 percent
in 1984, and 3 percent in 1985 and 1986. Behind these
assumptions was a belief that the reduction in the
developing countries' current account deficit that has
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already taken place due to shortage of finance and that
has mainly affected imports can be sustained without major
political upheavals and that the existing "rescue pack-
ages" are functioning well.®® Cline proposed expansion of
World Bank lending, expanded export credits, and the
approval of the IMF quota increase; the latter is crucial
for success of the strategy. Private banks should con-
tinue new lending at modest rates to countries in adjust-
ment. In extreme cases new approaches may be needed such
as the rescheduling of interest and the use of zero-
coupon bonds (bonds issued at a deep discount on which no
service is paid until maturity). Cline's model shows the
current account deficit and particularly the debt-burden
indicators falling over time; but for oil-importing
countries the model implies a net resource outflow on a
rising scale, with interest payments exceeding capital
inflow and the debt still rising. The analysis has the
merit of showing realistically the present position. It
caused sharp reactions: that its main concern is the well-
being of banks, that it will stretch to the breaking point
the political and social fabric of debtor countries, and
that it is based on too many things going right at the
same time instead of providing for a lender of last
resort.®’

Many proposals have been made for a takeover of the
existing debts by a new agency on terms that would in-
volve a reduction of the principal or interest or both.3®
None of them seems to have been thoroughly considered by
creditor-country governments, for three reasons: They
would involve the establishment of a new agency calling
for budgetary resources; they would involve losses for
the banks; and debtor countries' bargaining power has not
been behind them.

Throughout the debt crisis, debtor countries have
been careful to preserve their good relations with the
banks. A major, probably decisive, reason has been the
need to preserve access to bank credit. It has been
more expensive, but it had proven, until the debt crisis,
more easily available and more freely usable than credit
extended bg governments or international lending
agencies.®

A solution to the debt problem would have to be
found that achieves the objective of facilitating sub-
stantially the debt-servicing burden and yet stays within
two constraints. These are that it preserves access to
bank credit and that it involves little, if any, budgetary
outlays of developed countries.

One of the bases for the solution will need to be an
understanding between the debtor countries and the banks
that it is in their mutual interest to postpone amortiza-
tion payments for several years, say three to five, while
preserving intact the debt principal. Such a postpone-
ment would not affect the profit position of the banks
or the value of their assets. On the other hand, if the
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breathing space provided by the postponement of
amortization is properly used for expansion and moderni-
zation of the production structure of the borrowers, their
debt-servicing capacity will improve, and this ultimately
represents the best guaranty of debt repayment.®’ Two
corollaries follow. First, the banks need to be satis-
fied that productive investment will take place. Second,
payment of debt-rescheduling fees and extra interest
charges ceases to be justified: They are intended to
compensate the creditor for increased risk, and the risk
will have fallen.®! For a rescheduling proposal to be
seriously considered it would be necessary to identify the
affected countries, creditors, amounts, classes of debt,
the effects on the debtors and the creditors, the need
for public support to banks suffering from illiquiditg,
and the role of international financial institutions.®?
Some organization of developing countries needs to do
this work; a New York banker has suggested that the
central banks of developing countries may establish a
suitable body that would, among other things, organize
and manage debt-rescheduling exercises.®?® Such a body
could be a counterpart of the Institute of International
Finance, recently established by major creditor banks.
One of the aims of the institute is the provision of "a
convenient forum through which individual country borrow-
ers can present to lenders information concerning their
borrowing needs." There is no reason why the borrowers
could not do this collectively and why borrowing needs
could not include postponement of amortization. An
understanding would also need to be reached concerning
modalities of revision of the arrangement and conditions
under which amortization payments would be resumed before
the expiration of the postponement.

Scaling down the rate of interest is crucial not
only for the countries in debt-servicing difficulties,
but for all developing countries that borrow abroad:

Not only will their future debt-servicing burden be very
large at present rates, but the range of investment
projects that can be undertaken has narrowed down, thus
dampening the rate of investment, growth, and the
associated debt-servicing capacity. Furthermore, the
issue of interest rates is critical for the developed
countries as well: As long as the present rates last it
is difficult to expect a revival of private investment,
and government budgets operating under an enormous burden
of interest payments (and armament spending) are not in a
position to accommodate a satisfactory level of public
investment.®* 1Individual country actions to reduce the
rate of interest are constrained under present conditions
of international financial integration, as speculative
capital movements would tend to defeat such individual
efforts. An international solution to the problem must
be sought. Both the theoretical basis and the practical
modalities of any such international arrangement would
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have to be worked out, but it is difficult to see how
without such an effort the present unsatisfactory situation
can be resolved. For the countries experiencing debt-
servicing difficulties, an internationally arranged

general reduction of interest rates would relieve the
burden while simultaneously preserving their access to
international credit. As stated in the 1983 annual

report of the U.S. Council of Economic Advisers:

The problems of the developing countries are not
insoluble. If growth in the world economy re-
sumes and real interest rates fall to historical
levels, the debt burden of even the most heavily
indebted countries will become much more
manageable. Mexico and Brazil, among the most
heavily indebted countries, both have debts

well below half their GNPs. At a historically
typical real interest rate of 2 percent, the
real burden of debt service would fall to less
than 1 percent of GNP--a fully manageable level
in a growing economy.®®

The trouble is that the present rates are over five times
the historical rate.

As an interim solution, while debt rescheduling and
international interest-rate policies are worked out, I
have been proposing, since before the Cancun meeting in
1981, a large injection of Special Drawing Rights (SDRs)
through a special issue, confined to developing coun-
tries.

The effect of the special issue would be to gain
time in which the existing debts and other
obligations can be reorganized and suitable
domestic policies of adjustment adopted, without
going first through a massive deflation which is
otherwise in prospect. . . . SDR allocation is
normally without conditions. In this case, in
view of the needed size [US$55 billion], it is
suggested that the country allocation of the
special issue be accompanied by conditionality
and monitoring in which the developing countries
would play a major role. Only the developing
countries among themselves can successfully
grapple with central issues of performance, such
as capital flight, inappropriate use of public
funds and unproductive expenditures. A procedure
which would give them a great deal of authority
would contribute to improvement in North-South
relations in which conditionality and its
administration have proven to be among the most
difficult issues; and it would provide an
experience in participatory management which,

if successful, could offer valuable lessons for
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future reform of international institutions.

The effects on the international monetary system
of a large issue of SDRs may be of major impor-
tance. It would raise their share in aggregate
reserve assets to a respectable level at which,
with suitable modifications at a later stage to
widen their marketability, 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, first the U.K. and then the U.S.,

as the short-run payments gains have been followed
by long-run losses in competitive strength and
ultimately deflationary pressures. Exchange

rate instability in the world is increasing, and
the world system now operates without a fixed
point of reference. A growing role of inter-
national currency under appropriate international
control is a necessary condition for economic
growth with stability. It would also facilitate
international monetary cooperation badly needed
to stop the downward slide on which we now find
ourselves.

Spotty and frequent rescheduling efforts now under
way in many cases are not an alternative to de-
cisive action: they will essentially only con-
tinue the agony, in addition to being very costly
in terms of effort, charges and fees, and in-
ability to plan beyond the next month.®®

A continued absence of international action will

inevitably raise the prospect of unilateral moratoria
for an extended period. A "sovereign moratorium" has
been proposed by the opposition party in Brazil. Speak-
ing about the need for a moratorium lasting at least
three years and covering both amortization and interest,
Celso Furtado, former minister of planning of Brazil,
stated that Brazil cannot continue to pay with the hunger
of its citizens.®’
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APPENDIX

Table 1.2 External Debt Per Capita (in U.S. dollars)

Aggregate Disbursed Population

Debt Mid-1983 Mid-1981 Per Capita

(billions) (thousands) Debt
Israel 21.5 3,954 5,437
Venezuela 33.0 15,423 2,139
Chile 18.0 11,292 1,594
Portugal 14.0 9,826 1,424
Argentina 40.0 28,174 1,419
Mexico 85.0 71,215 1,193
South Korea 39.0 38,880 1,003
Algeria 18.0 19,602 918
Yugoslavia 20.0 22,516 888
Brazil 93.0 120,507 771
Peru 11.6 17,031 681
Morocco 11.0 20,891 526
Philippines 20.0 49,558 403
Colombia 10.0 26,425 378
Egypt 16.0 43,290 369
Turkey 16.2 45,529 355
Nigeria 13.0 87,603 148
Indonesia 20.0 149,451 133
Pakistan 9.0 84,501 107
India 20.0 690,183 29
Note: The per capita debt figures are slightly overstated, as the

aggregate debt data refer to mid-1983 and the population data to
The overstatement is small, especially as in many cases

mid-1981.
debt data a

Source:
Table 1.1.

re incomplete.

D.C.

External debt totals used in the computation are from
Population data are from 1983 World Bank Atlas:
Gross National Product, Population, and Growth Rates, Washington,
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Table 1.3 External Debt as Proportion of Gross National Product

Aggregate Disbursed Debt GNP (U.S. dollars)

Mid-1983 as % of GNP 1981 (billions) (per capita)
Israel 105.0 20.42 5,160
Chile 62.3 28.89 2,560
Morocco 61.2 17.96 860
South Korea 59.1 66.09 1,700
Peru 58.1 19.98 1,170
Egypt 56.8 28.16 650
Portugal 56.5 24.75 2,520
Argentina 55.4 72.12 2,560
Mexico 53.1 160.23 2,250
Philippines 51.2 39.01 790
Venezuela 50.7 65.08 4,220
Algeria 42.8 42.01 2,140
Brazil 34.7 267.73 2,220
Yugoslavia 31.8 62.93 2,790
Pakistan 30.2 29.80 350
Colombia 27.5 36.39 1,380
Indonesia 25.4 78.75 530
Turkey 23.1 70.21 1,540
Nigeria 17.1 76.17 870
India 11.3 176.66 260

Note: The GNP proportion fiqures are slightly overstated, as the
aggregate debt data refer to mid-1983 and the GNP data to 1981.
The overstatement is small, especially as in many cases debt data
are incomplete, and GNP has been stagnating since 1981.

Source: Aggregate disbursed debt from Table 1.2. GNP data are
from 1983 World Bank Atlas: Gross National Product, Population,
and Growth Rates, Washington, D.C.




Table 1.4 Country Group Debt-Service Ratios:
(DS) and Interest (INT) as Percentage of Exports

Total Debt Service

29

Income Group 1970/71 1973 1974 1975 1977 1979 1980 1981b 1982b

Low=income DS 12 14 13 16 14 14 17 19 23¢
countries INT 4 4 4 2 4 6 6 7 od

Middle- DS 16 12 10 10 12 14 12 14 16
income INT 5 3 3 3 3 4 6 7 8
countries

Newly DS 15 13 12 15 18 21 18 21 24
indus- INT 5 5 5 6 6 8 9 11 13
trializing
countries

Total DS 15 13 12 15 18 21 18 21 24
non-~OPEC INT 5 5 5 6 6 8 9 11 13

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 11 8 10 12 14 12 15 19
developing INT 4 3 3 4 4 5 5 7 9
countries

aService on medium- and long-term debt, public, publicly guaranteed,
and private; service on short-term debt is not included.

include goods and services and net private transfers.

bPreliminary estimates

cAlso 23 percent for the least developed countries

d8 percent for the least developed countries

Source:

December 1982), table 13.

Organization for Economic Cooperation and Development,
External Debt of Develpping Countries: General Survey 1982 (Paris,

Exports
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Table 1.5 Country Debt-Service Ratios: Interest and Amortization
as Percentage of Exports

Country 1971/72° 1975 1976 1977 1978 1979 1980° 1981°
Mexico 34 37 50 63 59 68 41 60
Brazil 51 37 43 47 55 60 57 58
Chile 20 34 32 31 45 32 34 45
Peru 23 28 27 32 32 26 36 42
Ivory Coast 10 9 9 11 17 23 36 39
Venezuela 6 5 S 11 15 17 26 37
Algeria 9 17 20 21 29 31 30 36
Morocco 10 7 10 13 22 26 28 35
Argentina 26 30 30 20 28 18 25 27
Philippines 9 12 16 13 23 20 18 24
Egypt 31 22 19 24 22 19 20 20
Yugoslavia 20 16 15 17 15 18 16 20
Greece 12 15 15 15 13 14 16 18
Turkey 12 10 12 12 16 18 14 17
Thailand 11 9 8 13 15 15 14 17
Korea (South) 19 12 10 10 11 15 14 16
Portugal 6 6 8 9 8 10 13 15
Indonesia 10 10 11 13 15 15 11 12
Pakistan 19 18 17 17 14 12 11 10
India 22 14 12 11 11 10 9 10
China (Taiwan) 5 5 5 5 6 5 6 6
Nigeria 3 3 4 4 6 4 4 4

aService on medium- and long-term debt, public, publicly 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

cPreliminary estimates

Source: Organization for Economic Cooperation and Development,

External Debt of Developing Countries (Paris, October 1981),
table 11.
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Table 1.6 Ratios of Total Debt Service to Merchandise Exports for
Selected Developing Countries in the 1920s and the 1930s (Percentages)

Argentina Bolivia Brazil Chile Colombia Cuba Peru Uruguay

1926 10.0 7.3 13.2 5.5 2.7 3.1 2.6 7.6
1927 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 11.9 3.6 7.4 9.5
1930, 18.2 13.5  23.5  18.0° 14.0 6.1 9.5 9.7
1931 22.5 24.5  28.4  32.9 15.6  13.4 16.3  22.4
1932 27.6 50.0  41.0 102.6 21.8  18.1 21.4  36.3
1933 30.2 38.5  45.1 81.9  29.6  22.4 21.7  31.3

aProbably underestimated

bScheduled debt service as a proportion of exports. Bolivia, Peru,
Chile, Brazil, and Urugquay stopped payments during 1931; Colombia
during 1932; Argentina and Cuba partially in 1933.

Source: Dragoslav Avramovié, Debt Servicing Capacity and Postwar
Growth in International Indebtedness (Baltimore: Johns Hopkins
University Press, 1958), pp. 193-194.




32

NOTES

1. Dragoslav Avramovi¢, "The Debt Problem of
Developing Countries at End-1982," Aussenwirtschaft,
Schweizerische Zeitschrift fur Internationale Wirtschafts-
beziehungen, St. Gallen, March 1983.

2. Organization for Economic Cooperation and
Development (OECD), External Debt of Developing Coun-
tries: General Survey 1982, Paris, December 1982.

3. Estimates by the Federal Reserve Bank of New
York as reported in the Wall Street Journal, November 5,
1982, and Journal de Geneve, November 6, 1982; and by
the World Bank in World Develecpment Repeort 1983, p. 16.

4. Avramovic¢, "The Debt Problem of Developing
Countries," p. 67.

5. 1International Monetary Fund (IMF), Exchange
Arrangements and Restrictions, Annual Report 1983, p. 37.

6. David Finch, "Investment Service of the Under-
developed Countries," International Monetary Fund Staff
Papers, September 1951.

7. Argentina 179 percent of exports, Mexico 129 per-
cent, Ecuador 122 percent, Brazil 122 percent, and
Chile 116 percent (Morgan Guaranty Trust Company of New
York, World Financial Markets, New York, October 1982).

8. Peterheinz Werhahn, Kapitalexport und
Schuldentransfer im Konjunktur-Verlauf, Jena, 1937.

9. Amortization in 1982 amounted to US$70 million,
and the debt outstanding at the end of 1981 amounted to
US$530 million (OECD, External Debt of Developing Coun-
tries).

10. Azizali F. Mohammed, "Latin American Debt--A
World Crisis?" North-South Roundtable, April 1983;
Pedro-Pablo Kuszynski, "Latin American Debt," Foreign
Affairs, vol. 61, no. 2 (Winter 1982-1983). Their
findings refer to the Latin American countries, but they
also apply to some other developing countries and to
Eastern Europe.

11. Carlos Alzamora Traverso and Enrique V. Iglesias,
"Bases for a Latin American Response to the International
Economic Crisis," United Nations, Economic and Social Coun-
cil, Doc. E/CEPAL/G.1246, May 16, 1983, pp. 31-32.

12. According to Paul A. Volcker, chairman of the
Federal Reserve Board, the debt to banks of non-OPEC
countries amounts to US$285 billion (BIS [Bank for
International Settlements] Press Review, October 28,
1983). The debt to banks of OPEC countries probably
exceeds US$50 billion.

13. No index of prices of export manufactures of
developing countries is available. However, export
prices of South Korea fell sharply through mid-1983,
and they probably reflect the general trend.

14. Georges Corm, "Ménaces sur le Systéme
Financier International,” Le Monde Diplomatique,

March 1983.




33

15. General Agreement on Tariffs and Trade (GATT),
International Trade 1981/82, Geneva, 1982, p. 19.

16. World Bank, World Debt Tables 1982-83 Edition,
February 1983, p. ix.

17. Statement by Lord Richardson, governor of the
Bank of England, of April 12, 1983 (BIS Press Review,
April 21, 1983).

18. William R. Cline, "International Debt and the
Stability of the World Economy," Pelicy Analyses in
International Economics, no. 4, September 1983, p. 29.

19. These findings are mainly based on: World Bank,
World Tables, The Second Edition, 1980; World Bank,
Annual Report 1982; and United Nations Conference on
Trade and Development (UNCTAD), Trade and Development
Report 1982.

20. Financial Times, January 12, 1983; Inter-Press
Service, October 15, 1982, quoting an IMF estimate;

The Economist, April 30, 1983; Cline, "International
Debt," p. 27; Pedro-Pablo Kuczynski as reported in
International Herald Tribune, November 5, 1983.

21. Financial Times, October 28, 1983.

22, Statement by Martin Schubert, chairman of
Eurinam International, New York (Financial Times, May 13,
1983).

23, Wall Street Journal, June 8, 1983. The required
set-aside reserve is equivalent to between 1 percent and
5 percent of the outstanding loans to "problem" debtor
nations, held by the banks.

24, Statement at the GATT ministerial meeting in
Geneva on November 24, 1982.

25, Statement at the Ecole supérieure in Cergy-
Pontoise, France, on November 26, 1982.

26. OECD, External Debt of Degveloping Countries.

A part of the increase should be attributed to a normal
rise in debt, but the latter was distorted due to
capitalization of interest at rising rates.

27. For 1982 as a whole, bank lending to nonoil
developing countries amounted to US$25 billion, compared
to USS$51 billion in 1981 (Richard Williams, Peter Keller,
John Lipsky, and Donald Mathieson, International Capital
Markets: Develcopment and Prospects, 1983, IMF
Occasional Paper 23, July 1983, p. 46).

28. Cline, "International Debt," estimates the swing
at US$140 billion, exclusive of shortfall in bank lending
(p. 25). His estimates and mine are thus almost identical.

29. IMF, International Financial Statistics,

October 1983.

30. The interactions between the financial and
commodity markets have recently attracted attention.

See Carlos F. Diaz-Alejandro, International Financial
and Goods Markets in 1982-83 and Beyond, March 1983
(manuscript) .

31. UNCTAD, Monthly Commodity Price Bulletin,

October 1983.




34

32. BIS report as quoted in Financial Times,

October 19, 1983, and International Herald Tribune,
October 19, 1983.

33. A prominent Swiss banker, in a private
communication of July 20, 1983.

34. Christine B. Bindert, "Talks Point to Troubles
down the Road," International Banker, July 27,1983, and
"Debt: Beyond the Quick Fix," Third World Quarterly,
vol. 5, no. 4 (October 1983), p. 828. Bindert is a
vice president of an investment banking firm in New York.

35. Jeffrey E. Garten, "Sovereign Debt: Next Steps,"”
International Monetary Conference, Brussels, May 18, 1983.
Garten is from Lehman Brothers Kuhn Loeb Inc., New York.

36. "Debtors' Depression," The Economist, August 6,
1983.

37. 1Ibid.

38. Address by Karl Otto P6hl of October 19, 1983,
BIS Press Review of October 31, 1983.

39. 1Ibid.

40. Financial Times, November 2, 1983.

41. Edward L. Bernstein, Brookings Institution,
as reported in International Herald Tribune, November 5,
1983.

42. Financial Times, November 2, 1983.

43. Data on outstanding loans are from Common Crisis
North South: The Brandt Commission 1983, p. 48; data
on bank capital, Financial Times, October 15, 1982.

44. At the end of 1981, East European debts to U.S.
banks amounted to US$7.3 billion and to non-U.S. banks
US$53.1 billion (Common Crisis).

45. Cline, "International Debt." A wider range,
from 38.7 to 77.6 percent, is shown for the end of
September 1982 in Financial Times, December 9, 1982.

46. John Odell, "The IMF Meeting: Banking for Rich
and Poor," International Herald Tribune, October 16, 1982.

47. Financial Times, August 23, 1982.

48. "Stanley Wilson, America's LDC Troubleshooter,"
Institutional Investor, March 1983.

49, Cline, "International Debt."

50. Journal de Genéve, October 22, 1983; Inter-
national Herald Tribune, October 22, 1983.

51. Financial Times, October 28, 1983.

52. Cline, "International Debt," pp. 36-40.

53. Leonard Silk, "Banks Face Public-Relations
Problem in Seeking Support for Their Rescue," Inter-
national Herald Tribune, October 22, 1983.

54. Financial Times, November 1, 1983.

55. William Cline, "A Containment Strategy That
Should Work," Financial Times, October 12, 1983. The
details are given in Cline, "International Debt."

56. Cline, "International Debt," p. 43.

57. Letters to Financial Times by Stephany Griffith-
Jones and Michael Lipton, October 18, 1983, and by Stephen
McClelland, October 20, 1983.




35

58. Reviews of the proposals are contained in
Bindert, "Debt: Beyond the Quick Fix," and Cline,
"International Debt."

59. The Brandt Commission Papers, chapter on Debt,
Geneva, 1981, p. 122.

60. I am grateful to Professor Ivo Fabinc, University
of Ljubljana, Yugoslavia, for this point.

61. The refinancing terms of Brazil's latest debt
rescheduling, agreed in principle in October 1983, have
provided for reduction of fees and interest charges in
recognition of this principle, and the same is expected
for the next Mexican refinancing (Financial Times,
November 4, 1983).

62. It is reported that the World Bank is studying
the possibility of establishing a new affiliate with a
paid-up capital of US$0.51-1.0 billion and the gearing
ratio of 10:1 (compared to the commercial banks' 20:1),
which would thus be able to mobilize up to US$10 billion.
The paid-up capital would come from the bank's ample
cash reserves, and loans could be made to the countries
in debt difficulties (Journal de Genéve, October 14, 1983;
Tribune de Genéve, October 17, 1983; Financial Times,
September 30, 1983).

63. George J. Vojta, "Appropriate Intermediate
Objectives for the International Financial System,"” North-
South Roundtable, Istanbul, August 1983. Vojta is from
Solomon Brothers, New York.

64. 1In the United States, interest on the national
debt amounted to US$129 billion in the fiscal year 1983.
This was 66 percent of the budget deficit of the federal
government of US$195 billion.

65. The annual report of the Council of Economic
Advisers, February 2, 1983.

66. Avramovié¢, "The Debt Problem of Developing
Countries, " pp. 77, 79, 80, 81.

67. Le Monde, November 2, 1983.




2
The World Crisis and
the Outlook for Latin America

Victor L. Urquidi

It is common knowledge that during the 1970s, which
were considerably dynamic years, Latin America's GDP rose
at an annual rate of 5 to 6 percent, following the trend
of previous years. However, during this same period a
number of changes began to take place that have not been
taken fully into account in much of the current dis-
cussion. First, import substitution was broadened and
intensified: It encompassed heavy industry on a scale
larger than before, and gaps in the industrial structure
began to be filled with extensive production of inter-
mediate goods. Import substitution in Latin America has
been both accidental and deliberate and therefore has
never been adequately planned. It was introduced through
a number of governmental initiatives aimed at modifying
industrial structure, as in the case of Brazil, Mexico,
and, to a lesser extent, Venezuela. It was also gen-
erated spontaneously as a consequence of protectionism
and reinforced by devaluation, tariffs, import and
exchange controls, and other measures designed to create
a protected market for the manufacture of consumer goods
(household durables and motor vehicles) and later on
other products. However, a number of areas remained
unaccounted for, particularly that of chemicals and other
intermediate products. These areas were partially
covered during the 1970s.

At the same time the industrial structure began to
change in order to supply international markets. The
increase in manufactured exports undertaken by several
Latin American countries, including a number of the
smaller nations, was outstanding. This was due partly
to the diversity of international demand, to competitive
advantages, and to a determined effort on the part of
countries with export capability.

An earlier version of this paper was given at a
conference in Avilés, Oviedo, Spain, organized in August
1983 by the Ibero-American Cooperation Institute of that
country.

36



37

The fact that many Latin American countries were
obliged to import petroleum products at the higher 1970s
prices obviously obliged them to intensify their efforts
to export manufactures. This meant that a transition
became necessary from a highly protected manufacturing
industry of doubtful productivity and competitiveness to
one competitive in the international market in order to
sell to the industrialized countries and to compete with
the latter in other Latin American and Third World
countries. This required either substantial technologi-
cal innovation and adaptation or considerable efforts to
promote trade as well as to negotiate at the international
agencies in order to take advantage of modest changes
occurring in the trade policies of the industrialized
countries, such as the general preference schemes.

In the early 1970s a substantial improvement in the
terms of trade took place, particularly--though not
exclusively--on account of oil. 0Oil is usually considered
separately from other commodities, but its price did rise
for the oil-exporting Latin American countries. For
example, the impact on Mexico of this improvement in the
terms of trade was really extraordinary. There were good
periods for other commodities, although toward the end of
the decade they began to decline. It should be recalled,
on the other hand, that for oil-importing Latin American
countries the overall favorable change in the terms of
trade was less obvious and that toward the end of the
decade it was actually negative.

The 0il shock of 1973-74 and particularly that of
1979-80 had both positive and negative effects on Latin
America. The major adverse effect was felt by Brazil,
because for a long time the Brazilian economy had been
completely adapted to the use of relatively cheap imported
0il and because manufactured exports were on the rise.
Brazil was forced to absorb the oil shock as if it were
a rich country with a high level of technology and great
industrial capacity within the OECD, and this explains
largely why the Brazilian miracle came to an end and
why this economy could not continue to grow at the same
rate as before, particularly in the industrial sector.
Brazil had to adopt a policy incorporating the real
international oil prices into its economy. The smaller
countries in Central America, some Caribbean islands,
and a number of other countries were obliged to do the
same, although under different circumstances and in
different ways. All were affected adversely. In the
case of Costa Rica, for example, the situation was acute
despite the narrow economic structure and industrial
capacity. In the case of Brazil, a simulation study
that I am familiar with shows that the need to import
expensive o0il is one of the main determining factors that
will prevent Brazil's future growth at the past rate,
unless new o0il is discovered or unless one of the
possible alternatives suggested in Brazil--which do not
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appear to have matured yet--comes true.?!

As to the positive aspects of the two oil shocks,
there were five net oil-exporting countries: Mexico,
Venezuela, Ecuador, Trinidad, and Bolivia. With the rise
in export prices, these countries obtained unexpected and
huge additional foreign-exchange receipts. This was the
basis for a vast expansion of the public sector, of
public and private industry, and of the o0il industry
itself. The effect on the economy was widespread in
Mexico and Venezuela, where the state-owned oil industries
provided fiscal resources that otherwise would not have
been available. By a "positive" effect is meant that
exerted on the real economy and on the prospects for
exports in general. Undoubtedly, however, in the case of
Mexico the negative aspects of the sudden great inflow of
foreign currency and of the spending psychology generated
by the o0il (or any other boom experienced in Mexico's
history) should also be considered; in the 1950s, for
instance, Mexico had bequn a dynamic spending process
with revenue from cotton exports, as it had done in the
distant past with revenue from mining and so forth.

It should be mentioned, when dealing with the effects
of the oil shock, that several countries that were able
to supply their own needs to a great extent (such as
Argentina, Colombia, and Peru) found themselves in an
intermediate position without an acute problem of foreign
payments but not without the need to incorporate much
higher real prices into their economy or to subsidize
these while they adapted to the new economic situation.
(Mexico in fact--and Venezuela to an even greater degree--
maintained excessive subsidies on domestic o0il prices,
with the result that the financial position of the state
oil companies was weakened and all notion of conservation
and economic use of fuel was dlsregarded )

The crisis in Latin America's agricultural sector,
which arose as a result of many different factors, was
another important aspect of the transition of the 1970s.
Several of the contributing factors were agrarian, that
is, related to the system of land tenure. Others arose
from domestic policy relating to relative prices, by
which agriculture was "punished" in favor of industrial
development. However, the feedback from this policy
affected agricultural output adversely because farmers
were obliged to purchase equipment (such as tractors)
and other inputs from protected industries--a consequence
of import substitution--at very high prices. Generally
speaking, the need to create adequate incentives to
stimulate agricultural output was neglected (of course,
this is not the case in every country nor in certaln
favored zones).

Food-deficit countries (there were several in Latin
America before the 1970s, to which a large country,
Mexico, was added) found themselves in the very difficult
position of having to import foodstuffs at the time of
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the food-price "shock" of 1974. At this time the inter-
national price of cereals rose, as a consequence of
massive buying of U.S. output by the Soviet Union and
subsequent policies designed to keep the price of farm
products high. There were a few factors to be con-
sidered in this process, one of which was that the
importation of foodstuffs did not replace rural income,
even though it did supply a country with these products.
On the other hand, the effect on the balance of payments
for some countries was severe. The food deficit can be
interpreted as the result of the lack of policies de-
signed to encourage agriculture, combined with changes in
consumption patterns, organizational problems, and the
urban-rural income differential. Furthermore, the effect
in urban centers of modernization in food systems must
be taken into account: Processed foods, advertising,
and a highly elastic market for high-quality foodstuffs
all created the need to import inputs that had pre-
viously not been imported, in order to produce animal
protein foods increasingly in demand by the urban
population.

During the 1970s, on the other hand, "Latin American
economic disintegration" began to occur. In the last
few years we have not only witnessed the crisis but the
virtual collapse of the whole structure of common and
integrated markets. We have seen the passing away and
the discreet burial of the Latin American Free Trade
Association (LAFTA), which has now been replaced by the
Latin American Integration Association (LAIA), which may
be labeled "a feeble-trade association.” Profound crises
have also arisen in the Andean Pact, which at one time
was offered as a very advanced and intensive integration
scheme. The Central American Common Market eventually
collapsed not only because of the political unrest in the
area but also as a result of a series of other previously
existing circumstances. Moreover, the Caribbean Common
Market is weak and has almost ceased to function. Very
little remains for two fundamental reasons: first,
because the economically stronger countries never took
regional and subregional integration very seriously
(even Mexico, which had been very enthusiastic 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 established
this relationship, it was much easier to export outside
Latin America than it was to make the tremendous effort of
trading with the rest of Latin America, a process that,
apart from much red tape, meant passing through the Lima
clearinghouse and being faced with tension and internal
resistence. This is not the right place to go into an
analysis of the integration problems of Latin America,
but it is important to point out that there has been
disintegration and a neglect of cooperation possibilities
among the Latin American countries, although the formal
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schemes were maintained.

Another significant aspect of the 1970s was that
very conflicting short-term policies were introduced in
response to the inflationary process. On one hand, the
dimensions of the problem grew. It was not the same to
cope with a rate of inflation of 10 percent as with one
of 50 percent or more, or with an even higher rate
compared to one of, say, 30 percent in previous years.
This situation was aggravated by special or difficult
external circumstances in many countries. For example,
in the case of Mexico and Venezuela, the relationship of
increased real expenditure (both investment and con-
sumption) to the inflationary process was not fully
realized. Several of the elementary aspects of Keynesian
economic analysis were forgotten. The heterogeneous
nature of each nation's economy, that is to say, scarcities,
lack of productive capacity in many areas, excess capacity
in others, and segmented labor markets, was not recog-
nized either. Added to this, governments were incapable
of controlling public-sector deficits and of undertaking
appropriate tax policies for the implementation of an
antiinflationary policy. In some countries where the
rate of inflation was particularly high (Brazil, Argentina,
and Chile), an acute crisis in short-term policy arose,
although the attempted solutions to the problem were
different. Brazil decided upon indexation, which was
doomed to failure and collapse in the medium term, even
with the minidevaluations introduced in order to aid
exports. In Argentina and Chile, monetarist policies and
exceedingly open economies, with overvaluation of national
currency in relation to the dollar and European
currencies, ended in failure, as they tended to repress
the real economy and make revival of growth impossible.

Mexico and Venezuela, under excessive growth rates
of real expenditure (in investment as well as in con-
sumption), also made the mistake of maintaining over-
valued currencies, which led to such gigantic current
account balance-of-payments deficits that they had to
resort to indiscriminate external financing, much of it
short term. In the light of the well-known fact of
Argentina's stagnant economy, as well as that of Chile
(even though for a short period it showed a certain
amount of growth), it is obvious that the appropriate
balance between short-term and development policies was
not achieved.

Yet another extraordinary phenomenon of the 1970s
is worth noting: the sudden easy access to international
bank loans, particularly from countries of the North,
bypassing the multilateral financial agencies. At first
there was a considerable flow of medium-term credit,
with appropriate periods of grace and reasonable interest
rates, for specific industrial projects and for creating
infrastructure. Toward 1979 and 1980, a rise in inter-
national real interest rates occurred that coincided with
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further balance-of-payments problems of domestic origin.
At the same time access to short-term foreign bank credit,
considered by many to have been rendered too easy, was
taken advantage of injudiciously and was actually en-
couraged by foreign banks on the basis of their ample
liquidity. This led to a situation that by 1982 had
become supercritical, as the banks would not or could not
renew the greater part of the shorter-term maturities.

To the critical financial factors must be added the
continued political instability of many Latin American
countries, or at least the existence of a considerable
number of cases of repression in which the probability
of change taking place sooner or later was high. The
least that could result under these circumstances was
restraint in domestic private investment, irrespective
of what the public sector did to promote growth. The
obvious contrast is Mexico with its political stability
and regular six-year changes in government. There were
in fact times when the private sector was inhibited, but
with the o0il boom and the euphoria that ensued in 1977-
1981, the private sector also participated to excess in
the expansion of the economy and, like the government,
did not assess the overall economic prospects sufficiently.
The private sector in Mexico also had access to foreign
credit as never before and committed the very same mis-
takes as regards the indiscriminate use of short-term
credit.?

Within this whole panorama there is a wide range of
situations. It is hardly necessary to emphasize the
special characteristics (which go a long way back) of
Brazil, Mexico, Venezuela, and other countries. The
cases of Argentina, Chile, and Peru and the pathetic
cases of the Central American region each have dis-
tinctive features. Studies undertaken by the UN Economic
Commission for Latin America (ECLA) tend to over-
generalize. For example, in recent studies (those that
were used as the background for important meetings in
1983) and in the report signed by the executive secre-
taries of ECLA and of the Latin American Economic System
(SELA) at the request of the president of Ecuador,®
this excessive generalization is evident. For reasons
that may be easily explained, the position of each
country--or at least each major country--is seldom
examined individually or is examined very superficially.
The tendency to treat Latin America globally results in
overlooking some of the most important events that are
occurring in the region. In the statistics supplied by
ECLA on "Latin America," at times one is not sure of the
coverage of figures because occasionally two or three
countries are omitted or some country or other may have
been omitted for the purpose of the analysis. Of course,
it may be assumed that the position of six or seven of
the major countries, because of their combined GDP, is
indicative of the overall picture, but there are
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DEVELOPMENT STRATEGIES FOR LATIN AMERICA

Let us now consider some of the strategic elements
in the prospects for Latin America.

The first is related to the nature of industriali-
zation in Latin America, which has not been analyzed or
evaluated adequately. This applies to the most important
country cases, as well as to the general characteristics
and implications of industrialization undertaken within
the context of an import-substitution policy, indis-
criminate protectionist measures, and absence or in-
sufficiency of planning. At the same time, the domestic
market was left open to transnational corporations, which
brought with them new technology and which produced goods
that were important for the countries, such as tractors
and electric motors, but also saturated the local market
with a vast range of consumer goods--durables and others--
for which the technology used has at times been excessive
in relation to the basic needs of Latin America. A good
example of this is the fourteen-speed blender made avail-
able to the middle-class housewife, when there are low-
income families still using the traditional methods of
grinding and mixing whose needs would be satisfied with a
single-speed blender of the kind available twenty years
ago. This kind of excessive "technification" of
consumption designed for highly developed societies and
introduced into Latin America has been a waste of re-
sources, encouraged by commercial advertising and
television. The diversion of resources to these areas
reduces the amounts available to fulfill basic needs.

For the most economically important Latin American
countries at least, overprotected industrialization gives
rise to the problem of how to achieve the capacity
necessary to compete on the international market, assum-
ing the aim of exporting manufactures to the highly
industrialized countries and to other parts of the world.
Due to the employment created, this would be a valuable
supplement to the export of basic products. This is a
problem that should be analyzed further, as its solution
will be essential to development strategy from now on.

A second aspect of industrialization is the real
cost of energy. In countries endowed with abundant
natural resources of this kind, the pace of industriali-
zation has been maintained partly through subsidies for
energy consumption by industry in several different ways:
for example, by offering natural gas and diesel almost
without cost (Mexico), applying subsidies to the cost of
electricity (several countries), and creating very
favorable transport conditions by subsidizing gasoline.
These factors have been beneficial to industry, trade,
and services. Nevertheless, these subsidies can no longer
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be financed. The oil and electricity industries, and
governments themselves, have had to back down and elimi-
nate a large proportion of the subsidies. Even so, in
Mexico in mid-1983, for example, the real price of oil
products was barely one-fifth of the international price.
This situation cannot continue for any length of time
because it encourages neither the economic use of energy
nor the introduction of changes in industrial equipment
to substitute for that based on the use of cheap energy.
Sooner or later even those countries with abundant hydro-
carbon reserves will have to incorporate the real
(opportunity) cost of energy into their development
process.

Industrialization in Latin America has also been
based on easily obtainable foreign technology, at least
as far as the major modern industrial branches are con-
cerned. This technology has been introduced and
incorporated in the investment of transnational corpora-
tions or has been acquired through licensing agreements
and contracts for the use of foreign industrial technology.
A certain amount of control does in fact exist, and
evaluations have been made of the cost of contracts.
Restrictions have been established in some instances and
a certain amount of leeway has been achieved in the
restrictions imposed by the contracts themselves. How-
ever, technology substitution has been only slight because
sufficient overall efforts have not been made to develop
or adapt technology locally through public-sector research
institutes and laboratories or by means of innovative
research within enterprises themselves. Needless to say,
there are exceptions in Latin America, and any one of us
could mention some specific case of elaboration of
technology or of adaptation of foreign technology for
local use. Several Latin American countries also export
technology. However, the technological foundations of
Latin America itself are still very weak. What happens
is that foreign technology is simply brought into the
countries irrespective of its cost and of the harmful
effect that this may eventually have on local scientific
and technical development.

Latin American industrialization is also character-
ized by the lack of attention paid to medium and small
industry. The greater part of industrial development has
concentrated on the large industrial complexes, both
private and public. Perhaps with the exception of
Argentina, subcontracting to small business, as is done
particularly in Japan and Europe, hardly exists in Latin
America. Small industry is badly neglected from the point
of view of technology, organization, financing, and the
training of labor. This sector is also poorly organized
as a whole. However, it could become a good source of
employment, partly counteracting the labor-saving trends
of big industry with its imported technology.
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In considering development strategy, we must return
to the agricultural sector and to the relationship of the
rural to the urban industrial economy. There are, of
course, cases of very prosperous farming and of very
refined traditional agriculture, like the growing of
coffee in Central America and Colombia. However, as
stated earlier, there is no assurance of incentives for
the farming sector as a whole. This does not mean
necessarily advocating support for private farming as
opposed to systems of communal land tenure and agrarian
reform. It simply means that there must be incentives
to encourage improved farming, the production of necessary
foodstuffs, and the generation of adequate marketing,
credit, and so on, for there is plenty of idle land and
there are also outstanding examples of increased output
and yields. In the majority of Latin American countries,
however, farming performs badly. Perhaps Brazil has the
possibility of exporting farm products and together with
Argentina might help to solve the problem of Latin
America's food deficit, although until now there has been
insufficient evidence to support this idea.

The third factor in the development strategy that
I would like to underline, which is related to the other
two, is the problem of income distribution and the
pattern of public expenditure in the face of social
pressure that has had considerable influence on both.

No matter how the distribution of income is measured,

in almost all Latin American countries it is extremely
uneven. Consequently, this situation does not ensure the
creation of the large domestic market that has been the
basis of industrial development in the major advanced
countries. Inequality has its origin in the unequal
distribution of property, differences in productivity and
education, and many other factors, be they social,
political, or whatever. As long as inequality exists,
there cannot be an adequate domestic market. Moreover,
the structure of public expenditure is unfortunately not
making the creation of a large rural market any easier.
Why? Because public expenditure in Latin America is
organized on the basis of pressure from certain groups or
vested interests, which is as far from any sort of
planning as anyone could imagine. Large amounts are
spent on education because this has to be done, for
children must be sent to school and the system of
education must be established and developed. But at the
same time the quality of education at all levels has
declined. Much is spent on creating infrastructure,
sometimes with success, but more often with mediocre
results and low productivity. Health budgets are large
but most of the money is spent on enormous hospitals

and very little on improving basic health, on preventive
medicine, or on providing rural health care, which would
help increase productivity and create future sources of
income for the rural sector. And so on.
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Quite apart from the vast and inefficient bureau-
cracies, public expenditure does very little to improve
the distribution of income; in fact it may even make it
worse. Military expenditures of many Latin American
countries have a negative effect both domestically and
on external accounts. There are studies that attempt to
show that provision of education, health, and other
services free of charge to low-income people partly
compensates for their relative poverty. Nevertheless,
this has not been proven; among other things, the tax
systems, in the form of indirect taxes, fall more heavily
on the income of poor families. The social-security
systems, which are as expensive as in wealthy countries,
are deficient in that sense and barely able to sustain
themselves financially.

Among the strategic factors is also to be found the
relative lack of good fiscal policies in the broader
sense of including not only taxation but also the pattern
of expenditure and the ways of financing budgets. Even
during the booms, adequate fiscal reform ensuring a broad
tax base, independently of the tax schedules established,
has not been achieved. 1If introduced, it would at least
cover the financing of current public expenditure.

During the boom in Mexico during 1977-1981, the tax
system became inelastic, for it was left almost un-
touched; indeed, on the contrary, enormous fiscal and
other kinds of subsidies were granted.

Let us move on to what may be termed "slow-acting
factors" that, taken together, become important to the
whole prospect. We are used to thinking of any rate of
3 percent as being insignificant but, if this rate is
applied to population, it means a doubling over a period
of only twenty-three years. The birthrate in Latin
America has in fact declined, as a consequence of socio-
economic and organizational factors and of deliberate
family-planning policies. Birthrates are still high,
however. In Mexico, for example, the number of births
per thousand has fallen from forty-five, ten years ago,
to thirty-one at the present moment. If mortality is
calculated at seven per thousand, population growth
is still 2.4 percent per annum. The fall in Latin
American population growth has been achieved through the
joint contribution of socioeconomic factors and policies
established for this effect. However, this rate is
higher than the average for Third World countries and has
had, and will continue to have, repercussions as new
cohorts stream into the labor market. 1In actual fact,
Mexico's problem, which can be extended to Venezuela,
Colombia, Brazil, and the Central American countries,
is that despite economic growth, and assuming adequate
patterns of expenditure, it is not absorbing into employ-
ment (nor is it capable of absorbing) the increase in the
labor force. If we add to this the fact that women are
increasing their participation in the work force--a
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cultural and social factor--and that in many cases they
are preferred for certain types of work, we see that a
situation of permanent oversupply of labor is being
created, reinforced by many other factors related to the
rural economy, the continual introduction of labor-saving
technology, and so on. Mortality will continue to fall,
which is often forgotten. There are countries in Latin
America where the infant mortality rate is very high,
particularly in the vast rural areas. As the mortality
rate falls, the real probability of achieving the same
population growth as Europe becomes more and more remote.

Because of the nature of the educational system and
other factors, including the rural origins of the labor
force, the oversupply of labor will be mainly unskilled.
This situation partly explains, in Mexico, the intense
international migration of the labor force toward the
north. A main attraction in this case is also the wage
differential offered by the United States together with
the demand for workers for certain specific occupations.
Massive migration can also be expected from Central
America toward Mexico and the United States, although
economic incentives are obviously not the only cause.
These are all long-term factors; we must not be in-
fluenced by what happened yesterday or last year but must
take note of the trends. Concurrently, there has been
very heavy internal migration, as in Brazil toward Sao
Paulo, which will continue well into the future. 1In
Mexico internal migration was effective while Mexico City
and other industrial cities were able to absorb part of
it. However, this process could become inefficient and
even contribute to social instability in the future.

A new slow-acting, long-term factor is the environ-
ment. Eleven years ago in the United Nations Conference
on the Human Environment, in Stockholm, a Brazilian
delegate publicly declared that Brazil wanted pollution
because it meant industrialization. The Brazilians
obviously must now regret having made this statement and,
in fact, have changed their policy. The impact of
industrialization, urban concentration, and modern farm-
ing on the environment has begun to make itself felt, and
solutions are bound to be costly. This is another real
cost incurred as a result of development that the
economy will have to absorb. There is no local solution
to this problem, for the science and technology required
to counteract the negative effects on the environment are
not locally available, but must be brought in from abroad.
There is no use stating that solar energy will replace
hydrocarbons, for Latin America is far from being able to
introduce solar energy on a large scale.

Another slow-acting factor that has both positive
and negative aspects is the evolution of the educational
systems. During a meeting of experts at the Inter-
American Development Bank some years ago, an Argentine
economist argued that by 1990 all school-age children in
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Latin America would be actually enrolled in primary
education.* However, the dropout rate is still very high
in most countries. But he added that the sequel to this
social evolution and population growth would be an
eventual "university explosion." Unfortunately, this
would be an explosion from the point of view of numbers
and not of knowledge. Furthermore, it is doubtful whether
there is a single case in Latin America where it could be
stated that, in the last fifteen years, the standard of
university education has not declined, despite modern-
ization and the linking of teaching and research in some
departments and postgraduate schools or institutes.
Moreover, the overall level of research is very low.
There are literate people, more educated people, more who
have had technical education, and more people going through
university. But there is something desperately wrong
with the aims of the educational systems and with the
quality of education and teaching, the libraries, the
laboratories, and so forth. Apart from this, there are
almost no scholarships, nor books, nor services.

Behind all this is the theory of human capital from
which it is inferred, not always logically, that all
investment in education is worthwhile. But one must also
consider the real outcome of such investment, and this is
a serious problem that cannot be solved in the short run,
especially not in countries with the dynamic population
growth that, as pointed out earlier, is characteristic
of the majority of Latin American countries.

The lack of scientific and technological research
constitutes yet another slow-acting factor, but one that
is cumulative in the negative sense. We have been dis-
cussing this problem now for ten to fifteen years. We
have at our disposal all the literature on the subject,
all the national science and technology councils, and the
influence of the UN Educational, Scientific, 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 level of development
without concentrated efforts being made in research in
basic science and applied technology. 1In Latin America
we are still not doing this, even though there are a
number of instances where considerable effort is being
made.

Among the slow-acting factors there is also health.
One needs merely to quote the figures for nutrition in
Latin America: Roughly a third of the population--120
million people--is undernourished; in certain areas and
certain countries the proportion is even higher. The
incidence of undernourishment on disease; the lack of
drinking water, waste-disposal services, and even elemen-
tary hygiene; overcrowding in urban dwellings and
marginal urban areas; and contamination, all of which are
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important elements in many large cities, contrast with

the modern system of hospitals and the emphasis placed on
curative as opposed to the expansion of preventive medi-
cine. Although there has been an improvement and
mortality has declined, the consequences of these problems
are very important, especially the economic ones.

There are both positive and negative aspects in all
the preceding questions. It must be emphasized that
these are slow-acting factors. The 3 percent rate, some-
times considered to be insignificant, over a period of
twenty years can become enormous and is capable of
creating inflexibility 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 situation as
in the 1930s, exporting a few primary products, importing
all kinds of manufactures, and having very few problems
involving financial interaction with the exterior. Today
Latin America is intertwined in a whole series of inter-
national and domestic complications, and a lack of data
sometimes makes it very difficult to evaluate the situa-
tion. The fact is that we have become deeply involved in
a system of interdependence (whatever the value judgment
about this term). This is at least true for the major
Latin American countries. Unfortunately we have never
taken advantage of the real international context of this
interdependence that could be used to our favor externally.
On the other hand, we have utilized it to excess in the
negative sense in, for example, external financing and
the ease with which we have imported the necessary and
the superfluous with these funds, even technology, while
we have neglected long-term development strategy and
technological substitution.

We are interdependent and vulnerable in this crisis
of the last few years, in a completely different way than
in the past. If we do not continue to act within this
interdependence, we shall be unable to continue growing.
This deserves more study and consideration.

THE PROSPECTS FOR LATIN AMERICA

Several remarks may be ventured in relation to the
prospects. The deterioration of the external sector lends
itself to a more interesting analysis by individual coun-
tries than for the region as a whole, due to the wide
variety of conditions. There are countries like Mexico,
Brazil, Argentina, Venezuela, and Chile, for example,
that have a larger debt but a greater capacity to
negotiate and come to terms with international agencies
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and with creditors. Others, whose foreign debt per
capita is large but whose aggregate figures are rela-
tively small, are faced in any event with serious problems
of liquidity and have a very reduced capacity to service
the debt: Costa Rica is an example.

In this respect, to treat Latin America as a whole
would appear to be particularly difficult, because it
would probably lead us to adopt a very pessimistic
attitude regarding the region's overall capacity to face
the financial and external debt. However, if the problem
is examined country by country, the external aspect is
practically solved. Renegotiation, rescheduling of the
debt, renewed confidence, and improvement in domestic
policy have been achieved in order to face the problem.
Mexico is an outstanding example. In the case of Brazil,
there are still disagreements to be ironed out with the
International Monetary Fund. Chile and Argentina are
working toward a solution. A number of difficulties still
persist in Venezuela. However, these aspects of the
situation can be expected to sort themselves out,
especially if economic recovery in the industrialized
countries becomes steady. Undoubtedly, there will be
very difficult problems for some of the smaller Latin
American countries, but the outlook for the major coun-
tries should not inspire pessimism.

Unfortunately, I see no short-term prospects of
reaffirming Latin American integration policies from the
point of view of schemes for common markets, free-trade
areas, and so on. Other aspects of Latin America
cooperation that have been developed mainly through the
SELA are still too weak. Some efforts have arisen as a
result of the emergency situation but have not met with
much confidence on the part of the major countries. How-
ever, bilateral or trilateral action could be undertaken
among Latin American countries (in some cases this has
been done), which may turn out to be important. Perhaps
this is the course the major Latin American countries
should take in the next few years in order to avoid the
treaties, the agreements, and the rhetoric and to turn to
real reciprocally advantageous action. (In the case of
Central America this would depend on many other factors.)

In the medium term, what we should be worried about
is Latin America's capacity to redefine its objectives as
regards development, not necessarily for the region as a
whole but more in terms of individual countries or groups
of countries. These objectives would have to be long-
range but would have to be expressed in medium-term
programs, which in turn would have to be reconciled with
short-term stabilization and adjustment policies currently
being defined and being put into practice. Obviously,
such policies have their difficult and even dangerous
points, for all adjustments of the present type imply
repressed expenditure, particularly in investment, which
slows down economic growth, generates a high level of
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unemployment, and forces large sectors of the economy to
accept lower real incomes.

In my opinion, the most important problem facing us
is how to reconcile the implementation of short-term
programs, social agreements, and adjustments, with the
resumption of former trends, or the 5 to 6 percent growth
rate that Latin American countries were accustomed to,
and at the same time to redefine the objectives related
to development so as to avoid getting caught again in the
same situation. Unfortunately, in most of Latin America
this is not being tackled in a clearly defined way.

Let us assume that in the longer run, say over the
next ten years, the economy of the industrialized coun-
tries picks up. The question is, at what rate? At
present the rate of recovery is being exaggerated because
it is being calculated from a very low base and from
previous declines. If the medium-term GDP forecast for
the OECD countries is 2 to 3 percent per annum, it is
doubtful that this would have much effect on Latin America
or other parts of the Third World, except perhaps to
steady somewhat the prices of some basic commodities.

It must not be overlooked that the industrialized coun-
tries themselves compete in the international market for
basic commodities and that they are not overly concerned
about protecting the interests of developing countries.
The o0il market would also not appear to indicate a future
real price increase exceeding about 1 percent per annum
over a period of several years. Therefore, the effects

of the recovery of 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 America 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 obtain special agreements with the European
Economic Community (EEC), Japan, and others. It will be
necessary to try and penetrate the barrier of protection-
ist restrictions and discrimination established by the
northern countries. This would be an important aspect,
not for global negotiations or for those on the New
International Economic Order that have been the subject
of so much rhetoric at the United Nations and in the
Third World, but simply as part of the strategy of each
individual country or group of countries. I do not feel
that a "concerted Latin American effort" would work under
current external conditions.

Second, we should explore even further the possi-
bility of establishing links with the rest of the Third
World, which is something that has been sorely neglected.
There have been many cases of exports to African and
Asian countries, of exchange programs and technical
cooperation. But this potential has only just begun to
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be explored and could be very profitable for the
development of Third World countries. There is a tendency
in Latin America, and even in ECLA, to act as if the rest
of the Third World did not exist. We tend to forget that
there is India, that China is important, that two or three
of the African countries have great industrial potential,
that Southeast Asia is fast growing, and that the Arab
countries also show promise. It would be of considerable
significance if specific posibilities for cooperation and
interchange and for interrelation in trade, technology,
financing, and other areas were to be found other than by
the formal signing of treaties and agreements. The
interrelation between countries of the Third World would
place the latter within a strategy of self-reliance,

but at present it has not gone beyond wishful thinking

and rhetoric; that is to say, it has not materialized

in the form of specific action. 1In the meetings of the
nonaligned countries, in the Group of Seventy-Seven at
UNCTAD, one fails to discover what is meant in practice

by collective self-reliance or real cooperation among
Third World countries. Similarly, what is said in certain
regions, such as Africa, amounts to little more than
declarations, signing of agreements, and so on, with very
little application--as in Latin America today. Neverthe-
less, Latin America--at least those countries that are
willing and capable of doing so--must make an effort to
open up to the rest of the Third World, to selected
countries in those areas, in order to benefit from the
useful effects of interaction.

The framework for such relationships may seem
pessimistic, but, at bottom, I do not feel that the South
can expect very much from the North. The northern
countries have their own structural problems and conflicts
among themselves, massive unemployment, policies of
recovery that may fail, and disillusionment over the
cooperation with the South, despite the first and second
Brandt reports (which do not appear to have had much
impact). The industrialized countries are looking inward.
We in Latin America, along with Africa and Asia, will
have to do the same, for there is no alternative. We
shall have to continue industrialization with import
substitution, while paying closer attention to inter-
national competitiveness. We shall have to continue to
protect ourselves in the presence of the GATT and the
idea of economic openness coming from the North. We
shall have to make a much greater internal effort,
evaluate our problems more deeply, and stop expecting the
solutions to our problems to come from outside. In this
context, Latin America (one speaks in general terms but
thinks, of course, of a few countries with larger
capability) possesses the elements necessary for positive
action, as is the case with many countries in Africa and
Asia.
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Lastly, there is the relationship between Latin
America and the European socialist economies whose trade
with Latin America has followed essentially the old
colonial model of importing raw materials and exporting
equipment (and very little else). Financing has been
more in keeping with the interests of these countries and
not with the needs of Latin America or the Third World
in general. However, if these countries are able to
limit their expenditure on defense and make their civil
economy more efficient, they will also have the potential
to participate in the selective interchange and relation-
ship that Latin America could establish pragmatically,
without the need for general agreements. It is a well-
known fact that the socialist countries are also faced
with structural problems in industry and other basic
activities, as are the Western market economies. These
are problems that they will have to solve among them-
selves and with the West, 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 International Scene
and the Latin American
External Debt

Luciano Tomassini

The force with which the current international crisis
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
fifteen years and of the transformation of the Latin
American economies and societies, including the changes
in the ways in which they both participate in the world
economy. The situation is also undoubtedly a consequence
of the domestic policies followed by these countries in
recent years; however, these policies represent a
response--right or wrong--to the new conditions prevail-
ing during this period on both the regional and the
international scenes. The external indebtedness of these
countries may be viewed as a variable that depends on
other, more far-reaching factors. This means that the
causes of the phenomenon may be interpreted in a variety
of ways and, moreover, that more comprehensive, longer-
term solutions may be sought than when only financial
considerations are taken into account.

Since the late 1960s the rigidly hierarchical world
that emerged from World War II, where international
relations revolved around the concept of security, has
begun to be eroded by a strong trend toward a fragmenta-
tion of world power and a vigorous process of transnation-
alization. As a result, the interests of the various
national societies now overlap each other in an increas-
ing variety of ways, thus promoting the flow of inter-
national relations. The international economic crisis,
the first symptoms of which go back to the late 1960s,
altered the evolution of productivity and the traditional
distribution of specializations in the industrialized
countries, putting an end to the cycle of unprecedented
expansion of the previous twenty years and paving the way
for the producer countries to raise the price of oil;
this in turn led to a large surplus of liquidity and
created a climate of extraordinary international
financial permissiveness. In the meantime, some of the
developing countries, including the larger countries of
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Latin America, progressed more rapidly than others,
achieving an intermediate stage of development and becom-
ing more closely involved in the international economy.
This made it possible--and even inevitable--for them to
take advantage of the opportunities and assume the risks
posed to them by the international environment much more
intensely than in the past. This explains why the current
international economic crisis has had such an unusually
strong impact on the Latin American countries, far
greater than the impact of the crisis of the 1930s, at
which time these countries were in a much better position
to disconnect themselves from the external cycle.

This chapter includes an analysis of the changes that
have occurred in the international system, the character-
istics of the current world economic crisis, and how the
Latin American countries have been exposed to these
factors as a result of the transformations they have
undergone during the past few decades. In the last
section, some conclusions are drawn with regard to the
causes and characteristics of the external indebtedness
of Latin America, and finally, some extremely tentative
suggestions are made regarding possible responses to that
problem in the light of the aforementioned analysis.

THE TRANSFORMATION OF THE INTERNATIONAL SYSTEM

The international system that emerged from World
War II and lasted until the late 1960s has since then
undergone a complete transformation.

During the immediate postwar period, the structure
of world power was rigidly hierarchical and bipolar and
was strongly influenced by the cold war. That structure
began to change significantly as a result of (1) the
relative decline of U.S. power; (2) the appearance of
tensions within the trilateral system and, in particular,
the Atlantic alliance; (3) the internal difficulties
experienced by the Soviet bloc and the exhaustion of the
model it represented; and (4) the increasing development
and external projection of certain Third World countries
and the trend toward fragmentation of the international
system, a phenomenon that makes it necessary to seek
formulas for collegiate management of the system.

According to the "new orthodox" school of thought,?
the power of the United States in the world declined sharp-
ly during the 1970s, particularly vis-a-vis the Soviet
Union and the Middle East; this may explain the concern
revealed by the fact that in 1980 "a 42% plurality of
Americans named foreign policy as the 'most important
problem facing the country today'--ahead of the economy
and substantially ahead of energy concerns."?

Paradoxically, the decline of U.S. power has gone
hand in hand with the appearance of a profound malaise in
the socialist camp. Although Soviet military power has
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increased at a rapid pace so that it is at least
comparable with that of the United States, looked upon
from a longer-term structural point of view, this in-
crease may be a sign not of strength but rather of weak-
ness. The instability of the Soviet presence in the Third
World, the invasion of Afghanistan (considered a defensive
measure that the Soviet empire had to take on its own
border), and the strong challenge that Poland represents
for the survival of the political and social system on
which the entire Soviet bloc is built are matters that
raise very serious ?uestions that have not yet been
adequately weighed. To these are added the difficulties
that the Soviet economy has consistently 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
socialist countries and the growing militarization of
those regimes.

The tensions that have arisen within the trilateral
system constitute another factor of change. The most
recent indication of this may be seen in the conflicts
that have arisen within the Atlantic alliance. The fact
that the United States has unilaterally substituted a new
version of power politics for détente has alienated its
European allies. It should be remembered that détente
has produced positive results, in both economic and
political terms, for the Europeans, but not so much for
the United States. Moreover, the globalism of U.S.
foreign policy is incompatible with the European approach,
according to which détente can be "divided," depending
on which questions and regions are at stake. The conflict
generated by the Soviet gas pipeline issue reflected this
tension.

The emergence of the Third World on the global
scene, around the middle of the postwar period, con-
stitutes a new factor of instability and change. Today
this group is represented by over one hundred countries,
half of which became independent during this period.

Many of them have reached intermediate stages of develop-
ment and have promoted accelerated industrialization
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 industrializing countries
(NICs) are now an essential part of the world economic
and financial picture. The viewpoints of the various
regions of the developing world must now be taken into
account in the management of international relations
while conflicts of regional origin are increasingly
affecting the stability of the world in general. This
latter circumstance is aggravated by the repeated attempts



56

of the two superpowers to view these situations within
the context of the East-West conflict.®

All these factors have brought about a phenomenon of
"diffusion of power," giving rise to a more interdependent
but also more fragmented world. This new structure of
world power presents the developing countries--and
especially the Latin American countries--with a complex
balance of limitations and opportunities.

These trends have led us to the point where we are
moving from a world dominated by strategic security
considerations and by confrontation between the two
superpowers to a world characterized by a certain degree
of détente and by an atmosphere that is more propitious
to the pursuit of other interests--economic, technological,
social, ecological, and cultural--in relations between
nations. To the fragmentation of world economic and
political power are added the increasing complexity and
dispersion of strategic conflicts. This process has also
been stimulated by the appearance of global problems--
such as energy, the environment, stagflation, or external
indebtedness--on the solution of which depends the welfare
of ever-larger sectors of the national societies.

These societies in turn are also undergoing trans-
formations. The prolonged period of economic growth,
social development, and democratic strengthening
experienced by the industrial societies during the post-
war period has steadily raised the standard of living and
promoted the strengthening and diversification of the
civil societies of these countries. Under pressure from
their societies, the national states have committed them-
selves to a wider and wider range of objectives that
include, in addition to national security, economic
development, the raising of incomes, the maintenance of
employment, the preservation of the environment, and the
protection of the cultural identity and quality of 1life
of the society concerned. These objectives have become
a decisive force in the external relations among states.
At the same time, as the civil society has grown and
become articulated into many different interest groups,
the latter have aspired to take into their hands an in-
creasing proportion of the issues that concern the
community. As responsibilities have been transferred
from the state to the civil society and nongovernmental
groups have therefore proliferated, in a world in which
the performance of such responsibilities depends more and
more on international factors, these groups have often
had to seek the satisfaction of their interests at the
external level.’

These new trends, which may be seen at both the
worldwide and the national levels, reveal the fact that a
transition is underway from the international system
dominated by the concepts of "power" and "security" that
generally prevailed during the immediate postwar period
to one based on "interdependence" and aimed at maximizing
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the domestic welfare of national societies.®

The "realistic" approach to international relations
that prevailed earlier during the postwar period was
based on several assumptions. The first was that inter-
national politics were centered on the interests of the
superpowers and that the smaller states should align
themselves with one or the other of them; this gave rise
to the formation of blocs or spheres of influence within
which the hegemonic power settled conflicts and imposed a
certain order. Relations between the blocs consisted of
a precarious coexistence governed by certain rules. The
second assumption was that national societies were rela-
tively simple units from the standpoint of their external
projection, with their actions depending on a limited
number of objectives, which were usually subordinated to
the need to maintain peace and security. The third
assumption, one that followed from the first two, was
that the agenda of international affairs was limited to
a small number of items and that these were ranked accord-
ing to a rigid order of priorities, with the question of
security indisputably holding the first place. The fourth
assumption was that the agents acting in international
life were basically homogeneous and that they were
represented by national states that did not recognize the
legitimacy of any other agents having the capacity to act
between or within states. It is not surprising that the
fifth assumption was equally limited in that it held that
the repertory of ways in which a state could use power to
influence another state was limited mainly to political
and military matters and that the arenas in which such
power could be deployed were also limited, well defined,
and well known.

All these assumptions were called to question as a
result of the newly emerging trends. At this point one
might venture to propose the hypothesis that, contrary to
the case in the past, (1) international relations are
currently run by a growing number of centers of power;

(2) the external action of these centers of power is
aimed at meeting a much broader range of objectives than
in the past; (3) the agenda of international affairs is
more diversified, more complex, and less hierarchical;
(4) international matters are managed by many new state
and private agents; and (5) these agents can use power
resources in a large variety of nontraditional ways and
in a much wider range of arenas that are more likely to
change and to be interrelated than before.

These trends have given rise to a new type of
transnational system in which one may reconstruct the
structure and operation of many "spheres," "games," or
"circuits" that operate on the basis of the hypothesis
just described, using the agents and power resources
contained in it and that link in many new and diverse
ways the different national societies in the pursuit of a
wide range of specific interests. From this perspective,
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one might postulate that transnationalized circuits have
arisen in the fields of energy, food, industry, technology,
finance, strategy, science, ideology, culture, and
religion. Each of these circuits has certain very
specific features. The conditions under which the differ-
ent countries have access to each of them and a country's
relative position within a circuit do not depend ex-
clusively on its position within the international
hierarchy (whether in the context of the East-West con-
flict or of North-South relations) but rather on its
relative position with respect to the interests at stake
in the circuits and to the division of labor established
within each circuit to attain these interests.® The
international structure is becoming more fluid and inter-
dependent, but paradoxically it is also becoming more
fragmented and unsettled. The crisis with respect to

the development style prevailing in the industrialized
countries, discussed next, tends to accentuate this trend.
Within this scenario, the developing, and especially the
Latin American, countries that are more integrated in the
international system have become more vulnerable to
external influences even though at the same time their
maneuvering room has expanded, so that they must juggle

a complex set of risks and opportunities.

THE CRISIS IN THE WORLD ECONOMY

The prevailing postwar style of development, which
was based on the ideology of modernization and growth and
on the global projection of such a model through the
demonstration effect brought about by the transnational
corporations and their supportive institutional apparatus,
was made possible by the international structure that
prevailed during the early postwar period. The main
features of this structure were the hegemony of the
United States and the predominance of considerations
centered on the maintenance of that nation's strategic
security, as well as that of the other countries with
which it had defense commitments within the context of
the cold war. This international structure made possible
the extension of a development style that both expressed
and promoted the interests of the United States and,
as time went on, of its main allies. As the structure of
the international system broke down, so did the attempt
to expand and disseminate the development style developed
by its central power.

Hence, since the late 1960s the world economy has
entered into a state of profound crisis. There can no
longer be any question that the crisis is structural--
rather than merely cyclical--in nature. It 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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this crisis took place in the ecological foundation of the
economic growth process; it later became evident that the
crux of the problem was the industrial transformation of
the advanced societies; finally, and over the shorter
term, the virulence of the crisis was fully manifested in
the financial disequilibria that occurred at the world
level and that have had a particularly strong impact on
the developing countries, especially in Latin America.

Although according to this hypothesis the breakdown
of the prevailing postwar development style stemmed from
the industrial transformation of the advanced countries,
it must be stressed again that the first signs of the
problem were to be found in the disequilibria that
affected the ecological base. These disequilibria were
caused, among other things, by the recent trends in
population growth, the various factors limiting efforts to
increase foodstuffs' production, the uncertainty and in-
creased costs involved in the supply of energy and in-
dustrial raw materials, the problems posed by the
excessive concentration of industrial growth in a few
geographic areas, and the threat of environmental
pollution, generated fundamentally by the high density of
urban population and economic activity.

The first report on these issues, published under
the sponsorship of the Club of Rome, started a debate
that gave rise to a number of reactions at the theoretical
level. The decisions adopted by OPEC in 1973 in respect
to international oil trade sounded the alarm at the level
of reality.!®

Thus, it began to be recognized that the rate and
concentration of growth in the large industrial centers
had taken place at the expense of the environment, the
natural resources base of economic development in general,
and the countries' ecological capacity to sustain pro-
ductive activity. An awareness arose of the physical
limits to economic growth.

In the final analysis, the awareness that such
limits did exist was one of the signs that the advanced
societies were reaching the frontiers of their postwar
industrial development. "The crisis of the world economy
is above all an industrial crisis," begins one of the most
recent reports on the world economy's prospects, written
from a European viewpoint.!! One might arque as to
whether the weakening of the momentum of industrial growth
that has been evident in recent years in most of the
developed countries is leading to a postindustrial society
or to the industrialization of services, in which this
tertiary sector will become the moving force behind
economic growth and ensure the dissemination of the
technological transformations on which the progress of
these societies is to be based. One may also argue as to
whether the world economy has entered a prolonged stage
of slow growth or whether the rapid adoption of
technological changes already underway will lead it to
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recover its past dynamism. One may attach a great deal

of importance to the limitations imposed by the supply

of energy and natural resources or may take an optimistic
view of the potential of recent technological develop-
ments in connection with energy and the production of new
materials. Whatever the predictions may be with regard to
these questions, the fact remains that world industry is
going through a profound transformation, that recent
technological advances are very important, and that human-
kind is on the threshold of an industrial revolution the
like of which has not been seen since the late eighteenth
century.

The extraordinary growth of international trade
during the early postwar period was fundamentally the
result of the increased demand for those consumer durables
that made it possible to adopt the "American way of life"
--and to spread it all over the world, a demand met by
increasing specialization among the industrialized
countries in accordance with Ricardian principles. Thus,
each country attained a predominant position on the
market in certain industrial sectors, and this situation
led to constant price increases. These, along with the
reconstruction of Europe and the emergence of Japan as a
great industrial power, stimulated competition and
transformed the range of specializations already achieved
by the different countries. At the same time, the growth
of the demand for durables that had been the basis for
the development of the more dynamic industries during the
immediate postwar period began to weaken toward the end
of the 1960s and was followed by a substantial con-
traction, while the composition of the demand changed as
the markets for durables became saturated.

A factor contributing to this was the change in the
preferences of the public in a growing number of social
sectors as a result of the profound sociocultural
transformations that have been changing life-styles in
the industrial societies that have led to the spreading
of attitudes attaching less importance to having more of
the same and more oriented toward values relating to the
quality of life. These trends have been associated with
the decline of productivity in the industrialized
countries, the fall of investments and the reduction of
the profitability of enterprises, the appearance of idle
capacity in a growing number of industries, the slowdown
in the rate of technological innovation, the increased
operating costs of systems of production and of societies
themselves resulting from increases in wages and in
public expenditures, and, in general, the loss of
competitiveness in an ever-greater number of productive
activities.

The aforementioned process of transnationalization,
which allowed for the extension of the prevailing postwar
development style, also allowed for the subsequent changes
in the market structure, in the pattern of technological
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innovation, and in the form of organization that world
production began to adopt in order to adjust to those
changes. Here there tends to be a new international
division of labor; although its future shape cannot yet
be clearly perceived, it is already causing conflicts
among developed countries and could alter the ways in
which the developing countries have traditionally
participated in the world economy.

The developed countries had to make major adjustments
in order to cope with these changes. The adjustments were
even more painful in the case of the developing countries
that had become more integrated in the world economy.
They had dependent and precarious economic structures and
lacked resources to palliate the negative effects of the
crisis on their economic growth or to finance the trans-
formations the crisis made necessary. Both types of
countries tried in different ways to make these adjust-
ments as smooth as possible by making massive use of
external financial resources. This was possible because
of the extraordinary liquidity of the world economy from
the beginning of the 1970s, when after almost half a
century a rebirth of the private financial markets began
as a result of the weakening of the dollar and of the
accumulation of surpluses by OPEC countries.

THE TRANSFORMATION OF THE DEVELOPING COUNTRIES

The remarkable growth rates of an increasing number
of developing countries throughout the last twenty-five
years and their gradual integration into the inter-
national economy have given rise to profound changes in
their economic, political, and social systems, as well as
in their relations with the industrialized countries.

As has already been noted, in the early 1950s no one had
much hope that the development of the countries of the
periphery might be brought about by stimuli from the
external markets and go hand in hand with their gradual
integration into the world economy. Instead, it was
argued that they should promote industrialization policies
based on import substitution together with mechanisms
aimed at regulating the international markets for raw
materials.

During the early stages of industrialization, many
developing countries tried to replace imports of manu-
facturers by domestic production, particularly in the case
of Latin America. Import substitution was aimed at in-
creasing the proportion of national consumption that
was satisfied by local production. One of the immediate
reasons for adopting this strategy was that the developing
countries were experiencing chronic balance-of-payments
crises because of the structural situation of external
strangulation in which they found themselves. This
strategy was also in line with the long-term political
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objectives of the national governments. On the one hand,
it was hoped that import substitution would make it
possible to reduce outlays in foreign currency and in-
crease the autonomy of those countries. On the other,
the governing elites found that the demands of certain
social sectors whose bargaining power was increasing as a
result of the development process itself could be satis-
fied by applying a policy designed to encourage simul-
taneously growth, income distribution, and employment.

To the extent that domestic demand allowed for the
creation of new industries that might some day--and this
consideration has now become a very important one--be
able to compete with the external producers displaced,
it was possible to justify the levels of protection
applied with the arguments that had been put forth in
favor of infant industry in the past. Naturally, to the
extent that this condition was not met, the import-
substitution strategy was bound to come up against serious
limitations. 1In other words, industry had either to be-
gin to generate the foreign exchange required for its
subsequent development or to adjust its growth rate to
the availability of foreign exchange generated by primary
production, which in certain cases had been given second
priority in the context of these economic strategies.

In practice, what usually happened was that imports of
consumer goods were replaced by imports of capital goods
and inputs required for the operation and expansion of
the new industrial parks.

In time, many countries acknowledged that the
tendency to use foreign exchange without generating it
was not inherent to manufacturing, and one after another
they reached the conclusion that they should place less
emphasis on protection and more on efficiency, competi-
tiveness, and export promotion. Since the mid-1970s
(and even earlier in the case of island states or
entrepdt city states that had no alternative) many coun-
tries have begun to try out, at different rates and in
different ways--some of them clearly exaggerated, as in
the case of some Latin American countries--new strategies
based on the liberalization of the domestic market and
the opening up of their economies to the exterior.

Although this transition has often been portrayed as
a struggle between rival schools, the perspective of time
has now enabled us to realize that these stages should
not in fact be considered as alternatives, but rather as
complementary processes. For many Third World countries,
the import-substitution strategy was the only option
available at a given historical moment, in light of the
stage of development at which they found themselves and
the existence of an adverse external situation. In many
cases, import substitution provided a basis not only for
industrialization but also for the consolidation of a
country's national identity. Moreover, not only did they
not see at the time any essential conflict between
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producing for domestic and external markets, but their
domestic markets often served as a springboard for reach-
ing the international markets. Although it is true that
the growth strategies and forms of external relationship
of the developing countries did subsequently undergo
changes, it is no less true, as the Brandt Commission's
report pointed out a few years ago, that these changes
did not take place overnight:

They cannot accomplish these changes suddenly;
but since the 1960s many developing countries
have moved towards strategies to promote exports
and to offset disadvantages due to the insulation
of their domestic markets. . . .

A number of countries which have introduced
export-oriented policies have been able to exploit
their comparative advantage in world markets.
They include some Latin American countries with
a fairly long history of national independence,
and some island and city state economies which
were from the outset obliged to rely on export
demand. Once industrialization has taken root,
it is not only in labour-intensive industries
like clothing or leather products, but also in
moderately capital-intensive industries like
electronics, steel and shipbuilding, that they
can become highly competitive in world markets.!?

As a result of the implementation of the strategies,
as the same report mentions, all in all manufactures
are looming much larger in the total exports of develop-
ing countries. 1In 1955 they made up only 10 percent of
their nonfuel exports; ten years later they were 20 per-
cent; and in 1975 they passed 40 percent.

This growth of exports evidently reflects more
complex transformations in the economies that have
reached intermediate stages of development, although it
is true that this growth was concentrated in a limited
number of countries. In view of the above, I must
comment, even though in general terms, on the increasing
differentiation that has occurred in recent years among
the countries of the periphery and on the situation of
the developing countries that are at an intermediate
stage.

The literature on the subject has proliferated in
recent years. The first report on the evolution of the
international economy, prepared by the World Bank in 1978,
provides a useful, although controversial, point of
departure for a discussion of the question:

The developing countries have grown impressively
over the past twenty-five years: income per
person has increased by almost 3 percent a year,
with the annual growth rate accelerating from



64

about 2 percent in the 1950s to 3.4 percent in
the 1960s. Contrasted with what little can be
gleaned of the experience of these countries
before 1950, this is a substantial improvement
over the historical record. Moreover, it
compares extremely favorably with the growth
rates achieved by the now developed countries
over the period of their industrialization.!?

The report went on to note, however, that there had been
marked differences in the performance of individual
developing countries in this period: "Growth rates have
generally been lower in the low income countries of Africa
and Asia, where the majority of the world's poor live.

In countries accounting for half the population of the
developing world, income per person has risen by less

than 2 percent a year."

It must be borne in mind, therefore, that the
developing countries differ greatly as regards the size
of their economies, their income levels, their resources,
their economic structures, their organizational forms,
their technical capabilities, and their links with the
world economy. Thus, a legitimate distinction may be
drawn, at least, between: (1) the oil-exporting coun-
tries, (2) countries that are at intermediate stages of
development, and (3) the less developed countries, or low-
income countries, that make up the so-called Fourth
World. There are also great differences among the low-
income countries: In this regard, the World Bank has
established a distinction between mining economies and
predominantly agricultural economies.

The World Bank report used per capita income as the
fundamental indicator for distinguishing between the
latter two categories of countries. Other analyses take
into account, in addition to per capita income, the share
of manufactures in total exports, the per capita value of
industrial exports, and the share of "complex products"
in such exports. "Simple" industrial products usually
include textiles, clothing and footwear, and chemicals
that are obtained mainly from the elementary processing
of other primary products; all other industrial goods
are considered "complex."

The fact is that in recent years some Latin American,
Asian, and southern and eastern European countries have
rapidly emerged as producers of manufactures that are very
competitive on the international market. This phenomenon,
sometimes described as "the emergence of two or three
Japans" in the field of trade, is becoming increasingly
important. In Anglo-Saxon literature, these countries
are referred to as newly industrializing countries (NICs).
OECD includes in this category Hong Kong, South Korea,
Singapore, Taiwan, Brazil, Mexico, Portugal, Turkey,
and Yugoslavia. A United Kingdom Foreign and Commonwealth
Office report entitled The Newly Industrialising Countries
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and the adjustment Problem, published in London in 1979,
also lists the Philippines, India, Iran, Malaysia,
Pakistan, Thailand, Argentina, Spain, Greece, Israel,
Malta, Hungary, Poland, and Romania.

A feature common to all these countries is that they
all have a substantially higher growth potential than the
less developed countries and consequently have more
opportunities for raising the living standard of the poor;
these opportunities are not exclusively concentrated in
the rural sector. Another feature of these countries is
the high growth rate of their industrial exports over the
last fifteen years and their increasing access to inter-
national credit in the most recent period. This means
that their development is much more dependent upon inter-
national trade and the world capital markets than that
of the poorer countries and that their economies are much
more sensitive to trends in the industrialized countries.

It is not surprising that in order to maintain their
economic growth or to palliate the impact of the inter-
national crisis on this process, some of these countries
should have required substantial external financing,
on the one hand, or that they should have obtained access,
to an unprecedented degree, to the international capital
markets, on the other. At the same time, it must also be
noted that because of the defects in their accumulation
processes and the social inequalities inherent in their
political systems, the public and private sectors of many
of these countries used this external credit inefficiently
and inequitably and considerably aggravated the conse-
quences of their external indebtedness.

THE EXTERNAL INDEBTEDNESS OF LATIN AMERICA

The above-described changes in the international
system provided the necessary, although not sufficient,
conditions for the Latin American countries to reach such
a high level of external indebtedness.!®"

Indeed, throughout the last ten years, the external
debt of the Latin American countries rose more than ten-
fold, reaching a total of around US$300 billion, a figure
that represents almost half the external debt of the
developing countries as a whole. From another point of
view, one might say that whereas in 1970 the external
debt of the Latin American countries represented a little
under 12 percent of the gross domestic product of these
countries, toward the end of 1982 it represented 30 per-
cent of that product. At the same time, as a result of
the combined effect of the increase in the level of the
debt and the increase in interest rates, the service of
the debt, which in 1970 represented around 7 percent of
the value of exports, represented almost 40 percent of
the value of exports at the end of 1982. Moreover, since
most of the new credits obtained by the Latin American
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countries came from private sources, the repayment terms
were much shorter than ten years earlier, so that the
short-term external debt became dangerously higher than
the amount that might reasonably be expected to be in-
curred in connection with the financing of trade. It
should be remembered that, whereas in the early 1970s
around 80 percent of Latin America's external financing
came from public sources, at the beginning of the 1980s
exactly the same proportion came from private sources.
It should also be borne in mind that since most of these
debts are subject to fluctuating interest rates, it has
been impossible to make any forecasts at the time of
signing the loan agreement about the future service costs
that in the late 1970s have shot up abruptly. At

more or less the same time as the flows of direct
foreign investment to Latin America have fallen, Latin
American countries found themselves in the sudden
financial squeeze.

The level and characteristics of Latin America's
external indebtedness may be explained by both inter-
national and domestic factors, the relative weight of
which is very difficult to assess as yet. On the one
hand, the fact that this external indebtedness has
affected countries that have followed very different
economic policies would seem to underline the importance
of external factors in explaining the phenomenon. On the
other, the circumstances that the external sector of
Latin America seems to have been affected more than other
developing regions that had achieved a considerable de-
gree of integration in the world economy, such as South-
east Asia, would seem to indicate that domestic policies
had a great deal to do with what happened in Latin
America. Still it must be kept in mind that the Latin
American countries have very distinct economic, social,
and political structures and hence are very different as
regards their capacity to adjust to the external cycle.

It is worthwhile noting three of the factors that
led to such an abundance of external resources during the
past decade. The first has to do with the impact of the
two large oil-price increases and the resulting accumu-
lation of financial surpluses in the hands of the OPEC
countries, which had to be recycled by the private banks.
The second is related to the fall in the rate of invest-
ment and the application of anti-inflationary monetary
policies by the main industrial countries, in the context
of a protracted period of recession, which meant that
these countries could not absorb surpluses as dynamically
as they had been able to do in the past. The third has
to do with the fact that the strengthening of the role of
the private banks and the increasing use of mechanisms
such as syndicated loans obtained on the Eurocurrency
market (which accounted for over 90 percent of capital
flows to the developing countries during the last decade)
led to a lowering of standards for creditworthiness.
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This is because these markets operate on a global scale
and feel that, at that level, they do not need to

analyze specific operations very carefully; it was there-
fore possible to increase operations dramatically, lower-
ing costs in exchange for risks that are now coming to
light in very complex ways. The fact is that during the
1970s the banks competed for customers to whom they could
loan their surpluses and that previously ineligible
clients, including the relatively more advanced developing
countries, became eligible for loans.

At the same time, the demand for international
credit in the Latin American countries rose abruptly as
a result of the aforementioned trends. Many of these
countries had to undertake considerable changes in order
to adjust to the shifting conditions of the international
economy--whether to meet the higher cost of o0il or to
penetrate the markets more efficiently--while at the same
time they had to press on in their struggle against
inflation. That is why many Latin American countries
tried during this period to transform their economies,
revising the incentives offered, their tariff policies,
and their financial, tax, and social-security systems,
among others. 1In the process, enterprises had to seek
credit, either to stay in the market if they had been
unfavorably affected by the changes or to expand if their
competitive position had improved. This generated
pressures that raised domestic interest rates and created
a strong incentive to obtain credit abroad, where interest
rates were more favorable. The demand for external credit
rose to unprecedented levels as a result of the increased
public expenditure that some Latin American countries
undertook in order to finance expansion plans based on
projects that were either subject to a long period of
maturity or very large in scale, particularly in the case
of the oil-exporting countries. In other cases the
excessive expenditure of the private sector, a process
that was accompanied by a strong preference for con-
sumption and a deterioration of the investment process,
brought the demand for external credit to formerly
unknown levels.

The development strategy based on external indebted-
ness that was followed by the Latin American countries
during that period seemed reasonable at the time because
the loans were granted on very flexible terms and at
negative or very low real interest rates and long
maturities. 1In fact, this strategy made it possible to
palliate for some time the impact of the international
recession on the Latin American countries and for most
of the past decade enabled them to grow at a considerably
higher rate than the industrialized countries. However,
the advocates of these careless policies of external
indebtedness underestimated the risk that fluctuating
interest rates and short maturities might raise the cost
of servicing the debt above and beyond the short-term
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repayment capacity of the countries concerned, reversing
the trend toward permissiveness of the international banks
and beginning a period of expensive and restricted credit.
The risks implicit in such situations were aggravated
by the surprising lack of regulation of the international
financial markets during this entire period. As has been
mentioned, the international private banks played a major
role in recycling the financial surpluses accumulated
during those years, whereas the role of the international
financial institutions was drastically curtailed. For
example, International Monetary Fund financing, which in
the 1960s was equivalent to 16 percent of the value of
world trade, in the late 1970s only represented 3 percent.
Likewise, in the case of Latin America, loans authorized
by the Inter-American Development Bank, which had amounted
to the equivalent of 25 percent of the deficit on current
account of those countries during the period 1965-1970,
dropped to 11 percent during 1975-1980, and the World
Bank's share dropped from 21 percent to 12 percent between
those two periods. The deterioration of the role of
public agencies in providing external financing for Latin
America had very serious implications, inasmuch as, when
faced with the crisis, the international private banks
proved to be very unreliable and to lack vision: They
cut down on credit and, taking advantage of the fact that
the debtor countries were forced to renegotiate, shortened
maturities and increased the cost of loans (i.e., raised
interest rates and commissions) precisely at a time when
the debtors were experiencing difficulties and despite
the fact that the renegotiations reduced the banks' risks.
This leads to a final observation--one that is
directly related to the purpose of this chapter--concern-
ing the links that exist between the external indebtedness
of Latin America and the general trends of the world
economy and of world politics. I am referring to the
responsibility that the international community should
assume with regard to the debt problem. So far, the
search for ways of dealing with the crisis has been left
almost entirely to the creditors, while national monetary
authorities and international financial institutions have
played a very limited role and other sectors, either
economic or political, have been virtually excluded. 1In
referring to the interests involved in the crisis, U.S.
Secretary of the Treasury Donald Regan pointed out the
following:

It is right for American citizens to ask why

they and their government need be concerned about
the international debt problem. Why should we
worry if some foreign borrowers get cut off from
bank loans? and why should we worry if banks
lose money? Nobody forced them to lend, and they
should live with the consequences of their own
decisions like any other business. . .
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If all the U.S. government had in mind was
throwing money at the borrowers and their lenders,
it would be difficult to justify using U.S. funds
on any efforts to resolve the debt crisis,
especially at a time of domestic spending
adjustments. . . . But of course, there is more
to the problem, and to the solution.  First,

a further abrupt and large-scale contraction of
LDC [less developed country] imports would do
major damage to the U.S. economy. Second, if

the situation were handled badly, the diffi-
culties facing LDC borrowers might come to appear
so hopeless that they would be temgted to take
desperate steps to try to escape.!

It must be recognized that the current situation is
a consequence not only of the policies applied by the
debtor countries but also of the inconsistent behavior
of private sources of financing that was aggravated by
the lack of regulation of the international financial
markets. Hence, it must also be acknowledged that the
entire international community is responsible for dealing
with the crisis.

In the first place, in the future the servicing of
the debt will have to be scheduled in accordance with the
requirements of the development processes of the debtor
countries and the exigencies of world economic recovery;
to this end, the renegotiation of existing loans or the
granting of new international loans must be carried out
with these objectives in mind. In the second place,
the disposition of private bankers to operate with
borrowers in the developing countries must not be subject
to sudden changes; to this end, the banks should work in
closer contact with the debtors themselves, with the
monetary authorities of their own countries, and with the
international financial institutions. Finally, measures
must be taken to enable these agencies to work effectively
to ensure the necessary compatibility between inter-
national financing and the reasonably smooth behavior of
the world economy, without neglecting the role of the
developing countries in it.

In this regard, it is essential to strengthen the
link between financing and trade, which has been seriously
weakened by the deterioration in recent years of the
terms of trade for most Latin American export commodities,
by the strong protectionist measures adopted by the
developed countries, and by the general breakdown of the
rules that governed the system of international trade.
Helmut Schmidt, former chancellor of the Federal Republic
of Germany, had this to say on the subject: "Credit
creates trade, trade secures credit. Major developing
countries balance-of-payments problems cannot be cured if
we shut our markets to them. In many respects the
developing countries are now in a position similar to



70

that of the German Reich in the 1920s: Germany could not
meet its 'reparation' payments because the allies were
not prepared to tolerate German trade surpluses. So
Germany could not meet its debt repayments and lost its
credit-worthiness."!®

It is to be hoped that, given the present circum-
stances, the international community will be more far-
sighted about Latin America and the rest of the develop-
ing world than it was about Germany after World War I and
that it will thus be able to prevent the social dis-
orders that would inevitably break out, albeit under new
forms, if greater pressure were to be put on the debtor
countries.
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4
External Debt Problems
of Latin America

Enrique V. Iglesias

By the end of 1983 the total external debt of Latin
America amounted to approximately US$310 billion (Table
4.1). It is estimated to have grown by 7 percent during
the year, a rate that was much lower than the 12 percent
of 1982 and far below the growth rate of around 23 per-
cent, which was the average between 1979 and 1981. The
net flow of external capital to Latin America fell from a
peak of US$38.0 billion in 1981 to US$16.6 billion in
1982 and US$4.5 billion in 1983 (Table 4.2).

This sharp drop in the growth rate of the debt was
mainly the result of the restrictive policy adopted by
the international commercial banks with respect to Latin
America. In 1983, these banks granted virtually no new
autonomous loans to the region, channeling their credit
through the renegotiations of the external debt
initiated by several Latin American countries. Under
such circumstances, a substantial part of the increase in
the debt was accounted for by the fact that the banks
capitalized interest payments. This was partly a result
of pressure brought to bear by the International Monetary
Fund to induce the banks to refinance part (usually
around 50 percent) of the interest earned, as a contri-
bution to the adjustment program sponsored by the Fund.

The need to refinance a considerable portion of the
interest payments becomes obvious when one takes into
account the tremendous burden that they represent for
most of the countries of the region. Indeed, despite
the fact that inh 1983 interest payments fell, mainly as a
result of the slight decline in the prevailing rates on
the main international financial markets, they still
amounted to the equivalent of 35 percent of the value of
exports of goods and services for the region as a whole
(Table 4.3).

The share of the banks in the region's external
indebtedness has of course increased notably. In the
1960s it was relatively insignificant, whereas in the
1980s it was over 50 percent and in some countries
(Argentina, Brazil, Chile, Mexico, Venezuela) amounted to

73
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Table 4.1 Latin America: Total External Debt
(end-of-year balance in billions of U.S. dollars)

Country 1981 1982 1983%
Latin America 257.890 289.437 309.800
Oil-exporting countries 116.777 128.948 134.500
Boliviag 2.450 2.373 2.700
Ecuador 5.756 5.788 6.200
Mexicod 72.007 81.350 85.000
PeruC® o 8.227 9.503 10.600
Venezuela 28.377 29.934 30.000
Non-oil-exporting
countries 141.113 160.489 175.300
Argentinad 35.671 38.907 42.000
Brazil® 65.000 75.000 83.000
Colombia™ 8.160 9.506 10.300
Costa Rica 2.345 2.603 3.050
Chiled 15.542 17.153 17.600
El Salvador® 980 917 1.200
Guatemalad 765 858 1.000
Guyana® 687 689 800
Haiti® 326 765 800
Honduras 1.055 1.198 1.500
Nicaragua 2.163 2.789 3.400
PanamaP 2.333 2.733 3.100
Paraguay® 4 1.120 1.195 1.300
Dominican Republic 1.837 1.921 2.000
Uruguay? 3.129 4.255 4.250

aPreliminary estimates subject to revision
bPublic debt

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

dTotal public and private external debt

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

more than two-thirds of the total debt. Obviously,
debts with private banks reached these proportions be-
cause of the willingness of the banks in question to
finance most of the region's deficit on current account
from 1974 on. 1In actual fact, bank loans have been
available in abundance, except during a short recession
in the mid-1970s. Recently, however, the banks have
become much more cautious about making new commitments
in general and particularly in respect to granting loans
to the developing countries.
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Many factors are responsible for this tighter
attitude on the part of the commercial external credit
institutions. In the first place, the cyclical decline
in the industrial economies has weakened the bank markets
in their countries of origin, causing national clients to
meet with payments difficulties or to go bankrupt while
at the same time increasing the demand for credit; more-
over, many of the banks' clients in developing countries
have experienced payments problems. Other factors
accounting for the banks' lack of interest in granting
loans to developing countries include a more generalized
attitude of circumspection concerning the diversification
of their portfolios and disequilibria in the relation
between their capital and their assets.

The payments problems of the developing countries
with regard to the private banks have been especially
apparent in Latin America. 1In 1982 there were serious
payments crises in Mexico and Argentina, which were
among the leading bank debtors, and also in Bolivia,
Ecuador, and Costa Rica. In addition, other countries,
such as Cuba and Venezuela, announced that they were to
reschedule their next payments.

THE ORIGINS OF THE PROBLEM

The International Recession

More than at any other time since World War II,
after 1982 the growth of the periphery in general and of
Latin America in particular was heavily conditioned by
constraints deriving from the poor economic evolution of
the center. It is true that causes of internal origin--
such as those linked to the unsatisfactory management of
fiscal and exchange policies and to problems of an extra-
economic character--account for most of the big de-
creases in the product in the countries of the Southern
Cone, for decline of GNP in several Central American
economies, or for the stagnation of economic activity in
countries such as Mexico. Nevertheless, the major
external constraints stemming from the recession in the
industrialized economies constituted a brake that had a
generalized handicapping effect on the economic growth
of the entire region.

Thus, the main origin of the problem is to be found
in the international recession, which has been unusually
drawn out. In practice, the recession 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 offset the drop in
prices by exporting larger volumes, a move that produces
an even greater glut on the market and lowers prices in
its turn. Here again, the countries as a whole must step
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up their efforts simply to remain in status quo. In any
case, the recession has an eroding effect on what looks
like a means of paying off the debt (i.e., exports) and
affects the banks' opinion of the solvency of countries,
to the detriment of the real source of payment (i.e.,
loans granted on reasonable terms).

Although the recession in the industrialized
economies in 1974 and 1975 was more critical than its
counterpart today (the gross domestic product of the OECD
countries fell by 1 percent in that period), it lasted
only two years. Instead, 1982 was preceded by a period
of meager growth in the center, in which real interest
rates fluctuated around 6 percent, and in which OECD's
volume of imports decreased or only marginally expanded.
Continuing this trend, 1983 was also a year in which the
prices of the primary commodities produced by the
periphery fell again and the sixth consecutive year in
which the terms of trade deteriorated for the non-
petroleum-exporting developing countries.

To this set of unfavorable circumstances was added
yet another of particular significance: the above-
mentioned reduction in absolute terms of the net flow of
capital into the periphery. This decline was especially
severe in the case of the non-petroleum-exporting coun-
tries of Latin America.

This situation was linked, in turn, to the un-
expected duration of the recession in the center. Its
prolongation, and the repeated postponement of the first
signs of recovery beyond the anticipated date, brought
about a liquidity crisis in the industrialized economies
that made itself felt in an upsurge of demand for credit,
which was no longer due to the prevalence of inflationary
expectations--since, as already shown, the rate of in-
flation had decreased--but stemmed from the need to
supplement the low cash flows caused by the continuous
and unexpected reduction of sales. As this heavy demand
for credit coincided with stabilization policies center-
ing on monetary restrictions, it generated unprecedented
real interest rates and led to declines in production,
particularly in the sectors most sensitive to the rate of
interest (such as those producing capital goods and
durable consumer goods) and to reductions in inventories.

Unfortunately, primary commodities, which constitute
the periphery's staple exports, are among the goods for
which adjustment to a contraction in demand is made
mainly through a fall in prices. 1In other instances they
constitute inputs for industries that are particularly
hard hit by a recession in the center (for example, metal
products for the motor vehicle and construction in-
dustries), or again their inventories are liable to be
drastically reduced when the rate of interest rises.

Viewed from this angle, the persistence of de-
flationary policies in the center has especially affected
the periphery's export prices but only partly hit
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domestic prices in the center itself. Consequently,
downward price rigidity as regards the goods produced in
the industrialized countries has aggravated the
deterioration of the periphery's terms of trade.

Of course, there is nothing new about the fact that
stabilization policies applied in the central economies
are more prone to bring down the periphery's terms of
trade than to reduce inflation in the center. What is
new is that because of the unexpected prolongation of
the recession a liquidity crisis occurred that kept real
interest rates exceptionally high--in contrast with what
happened in 1974 and 1975, when the real interest rate
was negative--and that also made for restriction of the
net flow of capital into the periphery, a circumstance
that likewise implied a significant difference from what
had occurred during the 1974-1978 crisis and again in
1980.

As was already said, this decline was partly due to
the high levels of indebtedness reached by the developing
countries and to the slower expansion of bank capital and
partly to the reluctance of the international banking
system to increase its loan to the periphery at a time
when the value of the latter's exports was diminishing.
The perverse nature of this change lies in the fact that
the reduction in the value of the periphery's exports was
due not to a contraction in their volume (in fact it
expanded) but to the very marked fall in export prices.
Thus, since the banking system took as the index of the
periphery's capacity of 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 alleviate the external
crisis.

The High 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 indebtedness. Thus Figure 4.1 shows that
interest rates have become very positive in real terms in
the past years, after having been negative, also in real
terms, ever since the mid-1970s.

However, from the point of view of the debtor coun-
tries, the high interest rates must primarily be con-
sidered in relation to the prices of the region's exports.
It can then be seen that the real cost of credit for
Latin America increased spectacularly between 1981 and
1982, since the LIBOR rate rose unusually high while at
the same time there was a sharp drop in export prices
(Figure 4.1). This clearly shows the extent of the
deterioration in the region's external debt-servicing
capacity due to exogenous factors.
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Figure 4.1 Evolution of London Interbank Offer Rate
(LIBOR), Nominal and Real
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The available data also show that the effect of the
high basic interest rates since 1981 has been even further
aggravated by the rise in the variable component of
interest on loans in Eurocurrencies to developing coun-
tries, which, in turn, reflects the greater risk run by
the banks in lending money to the countries in question.
The negative effect of the high basic interest rates is,
moreover, twofold in that they increase not only the cost
of new loans but also that of loans previously contracted
at variable interest, which have increased notably in
Latin America since the beginning of the 1970s.

The recent interest-rate trends have thus given rise
to a new phenomenon, that of interest rates being a debt
burden in themselves. Thus, it is estimated that in 1983
interest payments amounted to the equivalent of 35 per-
cent of export earnings of Latin American countries and
almost to 4 percent of these earnings in the case of the
non-oil-exporting countries of the region.

The second cause of the increase in the cost of
indebtedness has to do with the evolution of the average
time in which the loans mature. Even in the absence of
complete data on debt repayment periods for 1982, it
seems likely, to judge by trends in the preceding year,
that they were shorter, thus accelerating debt-servicing
payments and putting pressure on the countries' capacity
to pay.

It is interesting to observe that Brazil has opted
for longer payment periods at the cost of accepting much
bigger margins of interest. Because of this, its interest
payments have increased to such an extent that they have
given rise to balance-of-payments problems. Mexico, on
the other hand, has accepted shorter payment periods but
smaller margins of interest in recent years; consequently,
the main feature of its indebtedness crisis has been the
maturing of a large number of loans within very short
spaces of time. Thus, both Brazil and Mexico have
experienced severe debt-servicing difficulties, although
the pressure point has been different in each case.

Contracting short-term debts is usually symptomatic
of payments difficulties: Debtors need new loans in order
to serve their debt, but the entities granting the
credits, in consideration of the greater risks involved,
are unwilling to grant long-term loans. This increases
short-term lending and means that there is a greater
accumulation of debts that have fallen due. Even though
it is still difficult to obtain accurate data concerning
short-term indebtedness, provisional data suggest that it
amounted to 30 percent of Latin America's total debt in
1981, a figure that probably rose in 1982.

The increase in short-term indebtedness, combined
with the shorter maturities of medium-term instruments,
means that it is necessary to refinance progressively
larger proportions of the debt each year. However, as
has already been stated, the burden in terms of interest
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payments has already reached serious proportions. 1In
addition, the traditional rescheduling of amortization
payments would scarcely relieve the country in these
circumstances. Moreover, the greater the share of the
debt to be paid to the banks, the greater their risk,
which makes it even more difficult to obtain new loans
on reasonable terms.

Development Strateqy Based on Indebtedness

During the 1970s, Latin America opted for a develop-
ment strategy based on indebtedness. For a number of
years the result was positive. Although after 1974 the
expansion of the world economy was feeble, the economic
growth of Latin America was relatively brisk and con-
siderably greater than that of the OECD economies. 1In
addition, this strategy seemed eminently reasonable
since indebtedness was "cheap," with very low or negative
real interest rates, lengthy payment periods, and servic-
ing payable in dollars, whose real value was being eroded.

However, those who argued in favor of rapid entry
into international capital markets and the concomitant
strategy of growth based on indebtedness may have under-
estimated the real cost of credit; during the period
nominal costs did not reflect the implicit risks of debt-
servicing problems should a conflict arise between the
increase in liabilities with commercial banks and the
limits set by those institutions in respect to their
commitments. These implicit risks obviously became
greater owing to the fact that the structural problems of
the OECD countries caused their economic growth rates to
fall during the 1970s (by comparison with those recorded
in the preceding decade), which meant that Latin America
had to contract even more debts in order to maintain its
high growth rates at a time when general economic con-
ditions were not propitious for creating the capacity to
cope with the accumulation of the bank debt.

From another point of view, the inflation unleashed
in the mid-1970s was unexpected, so that the low real
cost of loans was a temporary and artificial phenomenon;
once the creditors' expectations became more realistic,
the cost of credit more than recovered. Another factor
related to the strategy of growth based on indebtedness
was that some countries obviously obtained more credit
than they could use productively: External loans took
the place of domestic saving and facilitated an increase
in consumption, speculation, and the purchase of weapons.

Although much of this state of affairs may be
attributed to erroneous indebtedness strategies, there can
be no doubt that the structure of the international bank-
ing market also helped to create the problem. In the
initial phase of the loan cycle, the banks granted a
large number of loans, with the aim of rapidly investing
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their surplus on account of competition and excess
liquidity. However, there was often some asymmetry
between what the banks were able to loan and the capacity
of the countries to absorb the funds obtained efficiently.
Thus, the combination of low interest rates, the prestige
gained by attracting international credit, and the ease
of obtaining bank loans when a large dollar reserve
existed persuaded some countries to borrow more than
their possibilities for investment warranted and to post-
pone making of internal adjustments.

The Weaknesses of the International Financial System

In 1974 the international banking system became, de
facto, a kind of central bank for the world economy.
However, it was not in a position to perform this function
and, at best, was able to assume it only for a very short
time. Its operation was relatively satisfactory during
1974 and 1975, when its net initial commitments with the
developing countries were still very low; today, on the
other hand, in view of the high level of its commitments
in the Third World, considerations attaching to loan
risks and the need for banks to obtain profits stand in
the way of efficient recirculation of liquidity.

Moreover, in practice the banks do much to accentuate
the cyclical movements of economic activities at both the
national and the international level. Although in the
1970s those cycles were not closely synchronized in the
Third World, they are now. This synchronization is due
not only to the prolonged OECD recession but also, and
largely, to the lack of interest shown by the banks in
granting new loans, the factor that at one time, as has
been seen, was decisive in stimulating the economic
growth of the region.

THE ADJUSTMENT EFFORT

In 1983, Latin America made a tremendous effort to
reduce the disequilibria that had been accumulating in
the external sector since the late 1970s. Thus, to the
higher exchange rates adopted by numerous countries of
the region in 1982 were added, in 1983, new devaluations,
various other measures aimed at controlling imports and
encouraging exports, and strict fiscal, monetary, and
wage policies aimed at reducing domestic expenditure.

As a result of these adjustment policies, and
despite the unfavorable trends in world trade and
external financing, in 1983 the region achieved a large
surplus in its merchandise trade, notably reduced its
current account deficit, and also considerably reduced
the negative balance on the balance of payments.
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External Trade and the Terms of Trade

As already mentioned, however, the 1983 surplus of
over US$31 million was only achieved through a drastic
reduction of imports, which fell by almost 30 percent,
after having fallen by 20 percent in 1982. Since the
unit value of imports did not vary in 1983 and since it
had fallen slightly in 1982, the decline of the volume of
imports was just as drastic as the decline of the total
value of imports.

In particular, in countries such as Venezuela,
Uruguay, Mexico, Peru, Argentina, and Chile, the con-
traction of the volume of imports was so spectacular as
to reveal clearly the enormous magnitude of the adjustment
effort that had been made. Thus, the quantum of imports
fell by 60 percent in Venezuela; declined by 39 percent
in Uruguay and by 36 percent in Mexico, after having
already dropped by 30 percent and 41 percent, respectively,
in 1982; fell by 27 percent in Peru; and declined by 17
percent in both Argentina and Chile, in both of which
imports had already fallen by around 40 percent in 1982.

In contrast to the unusual reduction in the volume
of imports, the volume of exports rose by 7 percent in the
region as a whole and by 9 percent in the non-oil-
exporting countries. As was the case with respect to the
real decline of imports, the increases in the volume of
exports mainly reflected the adjustment effort made by
the Latin American economies through measures aimed at
modifying the relative prices of tradable and non-
tradable goods and reducing domestic expenditure.

Nevertheless, the unfavorable evolution, for the
fourth year in a row, of world trade and the considerable
drop in the international prices of oil and other commo-
dities prevented this relatively satisfactory increase
in the volume of exports from bringing about a similar
increase in their value. 1In fact, the value of exports
fell slightly in the region as a whole and by almost 6
percent in the group of oil-exporting countries. Indeed,
although the drop in the international price of oil had a
lot to do with the drop in the unit value of exports in
1983, it also resulted from the decline of the inter-
national prices of the region's major export commodities,
such as coffee and sugar, and of a good number of
minerals.

Since the unit value of exports fell much more than
that of imports, Latin America's terms of trade declined
by slightly over 7 percent, after having fallen by 5 per-
cent in 1982 and by 7 percent in 1981. During the last
two years, the decline of the terms of trade was more
pronounced in the oil-exporting countries than in the
other economies of the region. Among the oil-exporting
countries, the deterioration in the terms of trade during
1981 and 1982 did not offset the remarkable advance that
had been made during 1979 and 1980. On the contrary,



85

since the terms of trade of the latter biennium had
already deteriorated sharply over the previous five years,
not only was the relevant index around 30 percent lower
in 1983 than in 1978, but it reached the lowest level of
the last half century. Indeed, during the period 1980-
1983, it was much lower, on average, than it had been
during 1931-1933, the most critical period of the Great
Depression.

The Balance of Payments

Because the value of imports fell much more than that
of exports, the merchandise trade balance underwent
another significant change in 1983. After the radical
turnabout of 1982, when the US$1.6 billion deficit of 1981
had been replaced by a surplus of over US$9.7 billion,
1983 brought an extraordinary growth in the trade surplus
to more than US$31 billion, over three times that of the
previous year. This was, in particular, the result of
the enormous increases in the trade surpluses of
Venezuela, Brazil, and Mexico and of the considerable
changes in the merchandise trade of Argentina, Chile,
Peru, Ecuador, and Uruguay. The drastic contraction of
imports was also the main cause of the new increase in
the trade surplus achieved by Argentina, the increased
surplus obtained by Ecuador, and the substitution by
Peru of a small surplus for its deficit of the previous
year.

By contrast with what happened in 1982, when the
impact of the change in the trade balance on the current
account was neutralized to a large extent by the sharp
increase in payments for interest and profits, in 1983
the part played by the increased trade surplus in reducing
the disequilibrium on the current account was reinforced
by a decline in foreign remittances. Such payments,
which had more than quadrupled over the previous five
years, rising from US$8.6 billion in 1977 to almost
US$36.8 billion in 1982, fell a little to under US$34
billion in 1983. This was a result of the limitation on
the payment of profits caused by the sharp contraction of
domestic economic activity and the slight decline of
interest payments brought about by reduction of nominal
interest rates on the international financial market.

Under these circumstances, the deficit on current
account--which in 1982 had already dropped by 10 percent,
after having reached a record high of US$40 billion in
1981--fell spectacularly to under US$8.5 billion in 1983.
Nevertheless, in 1983 the net inflow of capital was also
lower than the deficit on current account, a situation
that had already occurred in both 1981 and 1982. Con-
sequently, the global balance of payments closed with
a deficit for the third year in a row.
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The External Financing and the Real Transfer of Resources

As has been noted, the abrupt adjustment of the
balance-of-payments current account that took place in
1983 was forced, to a very large extent, by the no less
violent contraction of the net inflow of capital. In-
deed, in 1983, the total inflow of capital was barely
one-fourth that received in 1982 (which had already been
very low) and only 15 percent of the average inflow of
capital during the four-year period 1978-1981.

The negative impact of this sharp drop in the net
inflow of capital becomes even more obvious when one
compares the amount of capital received with the amount
represented by net payments for interest and profits,
which in 1983 exceeded, for the second year in a row,
that of net loans and investments received. Consequently,
as in 1982, instead of receiving a net transfer of real
resources from abroad, Latin America made a net transfer
of resources to the rest of the world. Thus, a situation
was provoked that, considering the relative development
of the region, may be described as perverse.

The amounts involved in this transfer, moreover, were
very high: US$20 billion in 1982 and almost US$30 billion
in 1983, magnitudes equivalent to 19 percent and 27 per-
cent of the value of exports of goods and services and
between 2.5 percent and 4 percent of the gross domestic
product. Considered from another angle, the reversal in
the direction of net financial payments that took place
between 1981 and 1983 was equivalent to a deterioration
of one-third in the terms of trade.

Thus, the spectacular change in the direction of net
financial flows played a decisive role in the widespread
contraction of economic activity in Latin America and
in the difficulties that some countries experienced in
servicing their external debt. As may be clearly seen
from the data in Table 4.2, up to 1981 the gross amount
of capital received by the region was well in excess of
its amortization payments, investments abroad, and pay-
ments for interest and profits. 1Indeed, during the
period 1973-1981, this transfer of resources was
equivalent, on average, to 16 percent of the value of
exports that, in turn, increased during that period at an
annual rate of around 20 percent. Under such circum-
stances, Latin America was able to make amortization and
interest payments on its external debt and on profits
earned by foreign capital through the new loans and
investments it received each year.

Nevertheless, the magnitude of this net transfer of
resources began to fall in 1979, when the increases in
the net inflow of capital were more than offset by the
even larger increases in payments for interest and
profits. This trend reached a peak in 1982 and 1983,
when the net inflow of capital dropped sharply and the
region had to meet the bulk of its payments for interest



87

and profits frcm resources originating in the trade
surplus or from the international reserves it had pre-
viously accumulated. As has already been explained, how-
ever, because of the unfavorable external situation, the
trade surplus was produced not by an increase in exports
but rather by an extremely severe contraction of imports,
and this in turn had a negative effect on economic
activity. Because of this chain reaction, the drastic
reduction in the net inflow of capital had a definite
effect on the levels of production and employment. At
the same time, the fundamental cause of the decline in
net loans and investments that took place during 1981 and
1982 was the procyclic reaction of the international
commercial banks--Latin America'a main creditors--vis-a-
vis the unfavorable external situation with which the
region was faced.

This attitude on the part of the banks was clearly
evident for the first time in 1982 and persisted in 1983.
Thus, according to figures provided by the Bank for
International Settlements, new loans granted by private
banks to Latin America (excluding Venezuela and Ecuador)
fell from US$21 billion during the second half of 1981
to US$12 billion during the first half of 1982 and barely
US$300 million during the second half of 1982. During
the first half of 1983, the banks granted loans amounting
to US$3.7 billion. Nevertheless, this improvement was
not the result of a "spontaneous" response on the part of
the banks but rather was accounted for by the banks
being pressured by the International Monetary Fund to
contribute to the "rescue packages" designed by that
institution to facilitate the adjustment process in a
number of Latin American economies.

PROBLEMS AND PROSPECTS

The Unigque Profile of the Latin American Economic Crisis

The figures given so far show the unusual scope and
depth of the recessive crisis that almost every Latin
American country is experiencing and leave no doubt that,
for the region as a whole, 1983 was the worst year in
the last half century. For most of the countries, the
reduction of income during the period 1982-1983 has
meant going back to the standard of living of several
years ago.

It was already said that in many cases the crisis
was partly the result of domestic factors related to ill-
advised economic strategies or policies, the prolonged
application of which was facilitated by the accelerated
growth of external indebtedness and by the national
financial permissiveness that prevailed during the 1970s.
It is no less true, however, that the serious balance-of-
payments crisis with which Latin America has been faced
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in recent years may be attributed, to a large extent, to
external causes that by their very nature were beyond the
control of the countries of the region. Such was the
case of the spectacular drop in the terms of trade, the
high nominal and real interest rates, and the severe
contraction of the net inflow of private capital. Even
more unpredictable were the intensity and the duration of
this phenomenon, a situation clearly atypical by compari-
son with what has happened in the large central countries
during previous recessions.

In any event, it is obvious that at this stage of
the game the solution to some of the most serious problems
facing the region will depend mainly on external factors
over which the region has little or no control. That is
why the domestic economic policy options open to the coun-
tries are so complex and fraught with difficulties and
also why the prevailing atmosphere is one of uncertainty
and perplexity.

In order to deal with the balance-of-payments crisis,
beginning in 1982 many Latin American countries imple-
mented drastic and painful adjustment measures with which
imports were reduced dramatically, to the point that
in many cases the volume of imports fell by over 50 per-
cent during the last two years. 1In addition, the sharp
devaluations made by many countries in order to balance
their external accounts contributed to the reinforcement
of inflationary pressures that, after some time, led to
the application of stabilization policies. Thus, the
recessive effect normally produced by such policies over
the short term was added to that produced by the sharp
drop in imports.

The combination of these factors had another
serious consequence: Investment fell very sharply, and
in some countries a significant proportion of installed
capital deteriorated or was destroyed, as many enter-
prises went out of business. The social consequences of
the current situation have been no less serious. Indeed,
in many countries, employment and real wages have reached
the lowest levels since the Great Depression and in some
cases have nearly reached the critical limits of social
tolerance. In some countries the situation has been
further aggravated by unusually severe natural disasters,
which have accentuated the loss of income and the slow-
down of the economy caused by the general crisis.

Nevertheless, not everything was negative during the
last years. Some countries that had already followed
cautious policies with respect to foreign debt were able
to cope with the negative aspects of the international
situation. Many other countries of the region have
implemented programs aimed at adjusting their balance of
payments and in this effort have received some cooperation
from the international financial community; this has pre-
vented the immediate effect of the crisis from worsening.
Moreover, a relatively calm atmosphere has been restored
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on the immediate financial scene; this, of course, does
not mean that the problems have been solved or that the
risk of serious financial crisis has been eliminated.
These and other aspects of the situation discussed
in this chapter show that the Latin American recession has
a profile of its own. The situation of Latin America is
different from that in other regions of the Third World
and, as a matter of fact, from any similar situation that
has arisen during the entire postwar period.

The Questions of the Moment

Latin America has undoubtedly shown an extraordinary
sense of responsibility in the way that it has responded
to the challenges posed by the current external crisis.
Suffice it to recall that in the last few years many of
the countries implemented sharp real devaluations with
a view to promoting their exports, replacing essential
imports, and eliminating nonessential imports. To reduce
excessive domestic expenditure and fiscal deficits, they
also have substantially raised the prices of many public
utilities and reduced a number of subsidies. Neverthe-
less, these measures--which, in fact, are not easy to
implement, politically speaking, and which were oriented
toward reallocating resources to the production of
tradable goods--were taken on the assumption that a
reactivation of the international economy would facilitate
exports and restore the terms of trade and bring interest
rates back to levels closer to those that had historically
prevailed.

Unfortunately, this was not the case. Although 1983
saw the beginning of a recovery in the main central
economy--the United States--this has not benefited Latin
America through any of the above-mentioned mechanisms.
Moreover, over the last few years, and especially in
1983, the region has been affected by yet another un-
favorable change on the external scene: the drastic
reduction of the inflow of capital, the effect of which
has been equivalent to a deterioration of one-third in
the terms of trade.

That is why domestic adjustment had to be recessive
in nature and why it was based on an unprecedented
reduction of imports--even essential ones--and not on an
increase in exports. Thus, precisely at the worst time--
during an international recession--the region was
obliged to generate a substantial trade surplus, to
become a net exporter of resources to the central coun-
tries, and to accept additional and exceedingly burden-
some costs in order to be able to refinance part of the
external debt it had accumulated.

It therefore seemed only natural at the end of 1983
to ask ourselves the following questions: What can Latin
America expect, over the short term, of the current
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reactivation of the international economy? How long

can the indispensable domestic reactivation be postponed
if the present situation of the international economy
continues to prevail? After the profound traumas of the
last few years, will moderate rates of economic recovery
be adequate to deal with the serious social problems that
have arisen as a result of the recession of the last
three years?

In the first place, how steady are current indicators
of international economic recovery? International public
opinion views the economic recovery of the United States
with satisfaction, but also points to the contradictions
and puzzles posed by the phenomena that accompany it. On
the one hand, the so-called locomotive theory, according
to which the U.S. economy would be dynamic enough to pull
along the other industrial centers, shows no sign of
having been confirmed at this point. On the other hang,
there are still three elements that are vital if the
international recovery is to have any significant effect
on the countries of the periphery and, in particular, on
the Latin American economies.

First, in the field of trade, the terms of trade of
Latin America continued to deteriorate--with some
exceptions--during 1983 and no substantial increase in
commodity prices seems to be in sight in the near future.
Moreover, as a result of certain well-known phenomena,
some of which have to do with the high level of real
interest rates, protectionist trends in the central coun-
tries have persisted and even increased; this detracts
from the transparency and dynamism of international trade
and particularly hinders the growth of new exports.

Second, in the financial field, real interest rates
continue to be very high, as a result of many factors:
the fact that the governments of some industrial countries
have used the financial system to cover their substantial
fiscal deficits; the nature of the anti-inflationary
policies applied in the large central economies; the
disappearance of the liquid surpluses of the oil-exporting
countries; the pressure to attract savings in order to
deal with new capital-intensive investment; and others.
Thus, hardly anyone thinks that in 1984 there will be any
substantial reduction of real interest rates, a
phenomenon of fundamental importance to the management
of the external debt of the developing countries.

Third, in the field of capital transfers, there has
been a drastic reduction in the net inflow of capital,
which, after reaching an unprecedented level of
US$38 billion in 1981, fell to barely US$4.5 billion
in 1983; this drop would have been greater had not the
International Monetary Fund prevailed on the commercial
banks to increase somewhat their loans to Latin America.

The behavior of these variables in the reactivation
process is fundamental to the viability of the current
adjustment processes. It should be remembered that if
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the terms of trade had been similar in 1983 to what they
were in 1980 (25 percent higher) and if at the same time
real interest rates had been similar to those prevailing
when the bulk of the debt was contracted (on average,
four points lower than at present), the region would have
had US$25 billion more during 1983; with this amount it
could easily have met its commitments without having to
reduce its imports so drastically and without having to
resort to new external indebtedness. In other words, if
normal conditions were restored in the area of trade and
finance, Latin America would be able to meet its external
commitments without having to sacrifice its potential

for growth.

On the other hand, Latin America cannot continue to
contract its economy. It must be made quite clear that
the region cannot continue applying the current adjust-
ment mechanisms for much longer under the existing
external conditions. This could lead, at least in some
countries, to situations that would be difficult to
control, both economically and socially, and could give
rise to tensions that would jeopardize the very capacity
of the economies to recover and hence to service their
accumulated debt on time. It is advisable, therefore, to
ask what the main limitations of the current adjustment
processes are.

We should distinguish, first, among adjustment and
overadjustment. In recent years, the region has had to
carry out what essentially amounts to a twofold adjust-
ment. The first and better known one is the adjustment
to the extremely unfavorable trend in the terms of trade
and in real interest rates. The second one has been the
adjustment aimed at dealing with a more recent but no
less serious development, the massive contraction of the
net inflow of private capital. Thus, because the
sluggishness of international trade and the "financial
depression" have occurred simultaneously, the region has
not only had to adjust but has had, in actual fact, to
overadjust.

Second, we have to realize that there is a perverse
process of transfer of resources. Because the net inflow
of capital fell so sharply and payments for profits and
interest were so high, Latin America--first in 1982 and
again and to a greater extent in 1983--made net transfers
of resources to the exterior that amounted to US$20
billion and US$29 billion respectively. This situation,
which contrasts sharply with what had historically been
the case in the developing countries, has become a key
element in the profound depression of Latin America and
one that will also be a decisive factor in the establish-
ment of any economic recovery policy to be pursued in the
future.

We should consider, third, the asymmetry of the cost
of adjustment. There are other elements that have
contributed to the aggravation of the balance-of-payments
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problems. Among these, special mention should be made of
the high costs and the bank surcharges that are involved
in the renegotiation process, which have been added to
the negative effects of the high interest rates. This
increase in the financial costs, which contrasts with
past experiences and with the crisis measures that banks
normally apply to any enterprise, has aggravated external
imbalances and has meant that virtually all the cost of
adjustment has been transferred to the debtor countries.
Indeed, this procedure is tantamount to an abdication,

on the part of the international commercial banks, of
their share of the responsibility for triggering the pay-
ments crisis with which the region is now faced.

Thus, Latin America cannot prolong the current
process of recessive adjustment; instead, what it needs
is to carry out a growth-oriented adjustment. Insofar as
it must for some time generate a trade surplus, it will
have to achieve this by increasing exports--by resorting
to a factor that helps raise the rate of economic growth--
rather than by again reducing imports, which would only
make the recession worse.

The Inevitable Recovery

One of the most puzzling questions of the moment is
the prevailing uncertainty about the possible modalities
of and the prospects for international recovery. However,
if the current situation with respect to prices of raw
materials, real interest rates, and transfers of private
capital continues, two different courses are open to the
economies of the region during 1984. Some countries whose
external situation is better and whose domestic adjust-
ment programs have been relatively successful may see a
modest recovery in their economic growth rate. However,
because the service of their external debt represents
such a heavy burden, they have little room for the
recovery of domestic expenditure and hence of employment
levels. Other countries that face more serious external
situations and in addition have to deal with heavy in-
flationary pressures may see a persistence of recessive
trends, and this will aggravate the critical economic
and social situation that has prevailed in recent years.

In actual fact, neither of these two options is
acceptable. 1Indeed, what Latin America needs is a firm
and vigorous recovery policy. There is no question,
however, that any recovery process aimed at strengthening
the deteriorated regional economy will be conditioned by
both external and internal factors.

Among the former, rescheduling of the external debt
is the most important and the one that in the last
analysis determines, over the short run, the maneuvering
room that most of the Latin American governments will have
for implementing their economic recovery. Over the
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medium term, on the other hand, the key element for

enabling Latin America to achieve rapid and persistent
economic growth is the expansion of its external trade,
both within the region and with the rest of the world.

Two of the internal factors that condition the effort
to put more dynamism into the economy seem to be dominant:
(1) recovery programs must be made compatible with the
abatement of inflationary pressures, both traditional and
recent; and (2) the patterns of growth must be re-
structured over the medium term in order to make it
possible to achieve, among other objectives, a substantial
increase in the exporting capacity of the region. The
latter is, moreover, a prerequisite for enabling the
region to pay the service of its accumulated debt on time.

External Factors: A New_Mechanism
for Rescheduling the External Debt

It is important to stress that not all the Latin
American countries are in the same situation as regards
the servicing of the debt under the current adjustment
mechanisms; moreover, the unfavorable international
situation does not affect all of them in the same way.
That is why it would be very difficult to arrange for a
joint rescheduling of the external debt of Latin America.
Nevertheless, because of 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 countries, to make global
proposals for changes in the existing rescheduling
mechanisms. To this end, in accordance with the proposals
made by the Group of Twenty-Four, joint action should be
undertaken in international forums such as the Inter-
national Monetary Fund and the World Bank to promote
measures to improve the existing international financial
mechanisms and to improve the international environment
in which the adjustment processes are carried out.

It is also important to consider the possibility of
the countries of the region jointly proposing to the
international financial community certain minimum condi-
tions that must be met in the immediate future in
connection with the adjustment processes, until such
time as the conditions on the international financial
commercial markets improve. These conditions should
include, among others, the following:

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

2. The cost of making adjustments should be
distributed more evenly by drastically reducing the
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current financial costs that are added to the high
interest rates. Consideration should also be given to
the possibility of using provisional mechanisms such as
the interest-rate subsidies that were studied during the
1960s, especially for international loans from public
sources, which would considerably alleviate the financial
burdens, so vital to the current adjustment process.

3. Amortization periods should be extended con-
siderably in order to avoid in future the persistence of
a perverse transfer abroad of resources.

4. Firm commitments should be made to obtain
additional resources in order to provide for the re-
financing of a higher proportion of interest payments, to
facilitate the expansion of trade in the countries of the
region, and to ensure the financing of satisfactory levels
of domestic investment. In this regard, renewed support
for the efforts of the World Bank, the Inter-American
Development Bank, and other regional financing agencies
will be fundamental.

In recent times, long-term global solutions have
been proposed that have not yet been given proper atten-
tion by the large financial centers of the world. Never-
theless, if the current international situation continues
for much longer, the force of circumstances might make
some of these alternatives viable. In particular, it
would be worthwhile to consider the possibility of con-
verting a substantial part of the accumulated debt into
long-term bonds, with real interest rates being brought
back near to historical levels and with grace periods
being granted for their servicing. This would enable
the countries to gain time for undertaking the necessary
domestic adjustments and for ascertaining the effect of
the measures aimed at increasing their export capacity
and substituting imports.

In any event, the management of the debt under
existing international circumstances presents the region
with a difficult dilemma. On the one hand, in order to
eliminate the perverse transfers of resources abroad so
as to sustain domestic recovery programs, it would be
necessary to obtain new net credits that would raise the
already high level of the existing external debt. On the
other hand, in order to meet part of the service of the
debt with resources generated through a trade surplus, it
would be necessary, in the absence of a significant
increase in exports, to again reduce the already low
volume of imports, and this would work against any effort
to reactivate the economy. That is why, over the short
term, any effort that is made in this regard must provide
for both an inflow of new resources and a substantial
abatement of financial costs.
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Internal Factors

The Recovery of International Trade. The current
preoccupation with the problems pertaining to the
management of the external debt has led the countries to
overlook the close linkage that exists between their debt
and their trade problems. As is well known, in the last
analysis the final solution to existing and future
balance-of-payments problems can only be found by expand-
ing trade and increasing export income.

To achieve this, it will of course be necessary to
increase the countries' exporting capacity; however, it
will also be necessary to create an international environ-
ment in which the markets for Latin American exports can
be expanded and the prices of these exports can be
improved.

The protectionist practices that have increasingly
been applied in the central countries certainly do not
make it easy for these conditions to be met.

The Protection and Expansion of Regional Trade.
Concomitant  with the contraction of Latin America's
trade with the rest of the world, there has been a sharp
deterioration of regional trade and a recrudescence, in
by no means a few Latin American countries, of defensive
measures of protectionist nature arising from the diffi-
cult balance-of-payments situation faced by almost all
these countries.

This situation must not continue. 1In order to
reverse it, it would be necessary, in the first place,
to put a stop to the imposition of new measures that
hinder intraregional trade and, in the second place, to
adopt various measures of a preferential type, such as
ad hoc agreements of limited scope or the utilization of
the purchasing power of state governments to promote
trade. To this end, it will also be essential to expand
the existing regional financial mechanisms and promote a
more imaginative role for Latin American financial
institutions, some of which are already implementing
programs to support the expansion of intraregional trade.

These and other joint policies that might be adopted
by the region under the present circumstances, both in
order to promote collectively the adoption of measures
at the international level and to accelerate and give
greater depth to the regional cooperation processes,
were studied in January 1984 in Quito during a meeting
(proposed by the president of Ecuador) of heads of state
and their personal representatives at the ministerial
level.

Domestic Factors That Condition Recovery. I shall
not discuss this matter in detail here. I did so at the
session of the Economic Commission for Latin America
(ECLA) held in April 1984; on that occasion, the ECLA
Secretariat presented its views on this matter. Never-
theless, I cannot neglect now to mention that in the very
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near future the region will have to deal with a series of
factors that will force it to take a serious look at the
development policies and strategies that have been
applied up to now. This is essential if a degree of
economic dynamism is to be achieved that will enable the
region to respond to its serious social problems, which,
as was mentioned above, have been aggravated by the
.current recession.

The rather difficult changes that may have to be
made in international finance and trade; the burden of
the accumulated debt--which is, in a way, a mortgage on
Latin America's future development; the continuation and,
in some cases, aggravation of old structural rigidities;
and inflationary pressures, the solution to which is only
with difficulty compatible with schemes for development
and social justice, are some of the elements that will
require revision of some ideas and the seeking and
formulation of new policies. In this regard, as has been
illustrated by recent experience, it is important to
remember the risks involved in development strategies
that are indiscriminately linked to international finance
and trade. These risks are now obvious, considering the
violent, prolonged, and unpredictable changes that have
occurred in the international parameters in which we have
been trusting.

Nevertheless, it is also of crucial importance to
make it quite clear that the current crisis is one of
liquidity and not one of solvency and that the region has
the capacity to respond and the means to deal in future
with its main problems.

It is to be hoped that the international financial
community, recognizing the unique profile of the Latin
American crisis, will cooperate intelligently, bearing
in mind the existing circumstances, and will help the
region overcome these problems of liquidity so as to
prevent a real crisis of solvency from developing.
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Coping with the
Creeping Crisis of Debt

Albert Fishlow

INTRODUCTION

The total debt of developing countries, short and
long term, stood at more than US$800 billion at the end
of 1983, according to one recent estimate. The non-OPEC,
non-OECD developing countries most affected by the in-
stability of the international economy in the past decade
account for some 80 percent of the total. More than 30
percent of their gross national product is owed abroad,
and in 1982, before reschedulings became the order of the
day, probably close to 50 percent of their export earn-
ings was earmarked to meet debt service and rollover of
short-term credits. Such aggregates, and the thirty or
so countries forced to reschedule their debt payments
since 1981, make clear that the debt problem penetrates
deeply and broadly.! 1Indeed, the anxiety of creditors
now extends--as well it might--to such OPEC members as
Nigeria and Venezuela, whose oil resources had earlier
been an assurance of creditworthiness.

After all, it was the dramatic inability of oil-
rich Mexico to meet its obligations in August 1982 that
first moved dry statistics relating to external debt from
the obscurity of financial pages to the headlines.

Mexico was the second-largest developing country debtor
at US$80 billion and with proven oil reserves of seeming-
ly unlimited value. If it could not service its debt,
what of other countries less favored? With abrupt
suddenness, the degree of exposure of the banking systems
of the industrialized countries became a matter of grave
concern. Although a relatively small proportion of

total assets--little more than 10 percent--loans to
developing countries far exceeded the capital bases of
the largest money center banks. Interruption in debt
service threatened to provoke systemic financial in-
stability. Beyond that loomed potential adverse real
repercussions on the economies of the United States and
of the other industrialized countries through loss of
developing-country markets. Interdependence was

97
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transformed from a rhetorical slogan to a practical
imperative.

It was no wonder that the Federal Reserve Bank, the
other central banks largely working through the Bank for
International Settlements, and the International Monetary
Fund responded with a sense of urgency to the Mexican
crisis. Fortunately, they also responded with imagina-
tion. Emergency credits were made available while an
adjustment package was readied. The IMF boldly con-
ditioned its own finance on commitments of new money from
the commercial banks and designed its policy recommenda-
tions on the basis of assured total capital inflows rather
than projected private-sector participation. Instead of
counseling the Mexican government to adopt policies that
might succeed in attracting new loans from the private
sector, the IMF required the banks to put up new money
as an integral part of a feasible adjustment package.
Conditionality now was imposed on the banks as well as
the countries.

These unprecedented arrangements soon became the
order of the day through repetition in the cases of
Argentina and Brazil as the fall of 1982 unfolded. There
was no alternative, given the importance private creditors
had assumed. 1In little more than a matter of months,
but not without elaborate negotiations involving hundreds
of banks, more than US$50 billion of debt had been re-
scheduled, about half as much short-term debt rolled
over, and more than US$20 billion in involuntary new
loans contracted for these three countries. Overall,
probably US$100 billion in reschedulings have occurred.
By far the most difficult problem was Brazil. Renegotia-
tion of unrealistic targets originally agreed upon with
the Fund and the banks earlier in the year extended until
November 1983, when the government accepted additional
austerity measures.

In the same month, a recalcitrant U.S. Congress,
after a considerable delay, finally approved a US$8.4
billion appropriation to fund an enlarged IMF quota and
expansion of the General Agreement to Borrow. It came
with little time to spare, as the Fund was running out
of resources to meet potential new needs of developing
countries. The initial lag of the Reagan administration
in recognizing the seriousness of the Mexican problem,
and the failure to use the September 1982 IMF meeting as
an occasion to mobilize support for the Fund, almost
proved very costly. Scant weeks later, as Brazil
tottered, Secretary of the Treasury Donald Regan became
a convert to the cause of a more active role for the Fund.
Conservatives in the Congress, more in tune with the
earlier lack of enthusiasm of the administration for
multilateral institutions, proved more difficult to
persuade. It required almost a year, and liberal support,
to obtain passage of the measure.
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The relief occasioned by approval of the quota in-
crease and resolution of Brazil's long-pending renegotia-
tion with the Fund, in conjunction with signs of economic
recovery in the United States and the other industrialized
countries, has given rise to a certain optimism. The
first significant shock to the spontaneous system of
international lending that evolved in the 1970s has been
weathered, and modest repairs to the institutional frame-
work are in process. Talk of more elaborate reforms is
less fashionable, and everyone seems to want to hope for
the best.

But the crisis may linger on--if not for the
financial system, then for the developing countries that
are bearing the brunt of the adjustment. As the Wall
Street Journal succinctly put it, "Despite the recent
rescue efforts, debt-ridden developing countries face
some bleak prospects for the years ahead: anemic export
earnings, sluggish investment and crushing interest
costs. The total foreign debt of developing countries
that don't produce o0il, now estimated at $664 billion,
is expected to double by 1990."2? That reality introduces
new elements of medium-term political, as well as
economic, viability 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 financial system is far
from certain. The very success of the short-term crisis
response ironically also signals the end of the market
system of Euromarket financial intermediation that had
flourished for more than a decade. Only by vigorous
official intervention have private banking arrangements
been salvaged. More than a new relationship between the
IMF and the commercial banks is involved. Within the
United States, the Federal Reserve Board has been called
upon to persuade recalcitrant regional banks of the
necessity to continue to lend to developing countries
when their desire is to reduce their exposure. Few
anticipate, even with improved economic circumstances,

a return to the buoyant capital markets of the 1970s
that served so well to recycle the petrodollar surpluses.
Can, or should, the quasi socialization of international
lending we have seen under the auspices of the IMF
replace it?

Questions, and the debt problem, thus persist. In
this chapter, I focus on four of its aspects. First, I
examine the origin of the problem in the disequilibrium
of the international economy in the 1970s and in the
responsive domestic policies of the developing countries.
From that basis I consider the possibility of indus-
trialized-country recovery as a solution. Third, I take
up the appropriateness of the IMF adjustment packages
now in place in many countries, with regard to both their
economic and political viability. Finally, I evaluate
the adequacy of the existing institutional framework for
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coping with the debt problem, and the financial needs of
the developing countries, in the medium term.

THE ORIGIN OF THE DEBT PROBLEM

From Debt-Led Growth to Growth-Led Debt

The expansion of the Eurocurrency market in the
1960s was, on the whole, of little significance to
developing countries. European central banks and trans-
national corporations were the principal transactors.
Only as the decade was drawing to a close, largely under
the impulse of a recession-induced declining conventional
demand for loans, did money center banks begin to search
out new prospects. They found a hitherto untapped
clientele among the rapidly growing countries of the
developing world that later would be christened the
"newly industrializing countries": Brazil, Mexico, and
Korea, among others. Capital began to flow to finance
the increased imports required by accelerating economic
expansion. Such loans, and not merely export promotion,
were the basis of a more elastic supply of foreign
exchange facing these countries and permitted a more
aggressive and accelerating growth strategy. Brazil's
economic miracle in particular was characterized by such
debt-led growth.

The sudden injection of petrodollars into world
financial markets in 1974 altered both the pace and the
purpose of borrowing. OPEC exporters realized a current
account surplus in that year of almost $70 billion as a
result of the quadrupling of oil prices and placed much
of it in short-term deposits with commercial banks.

Those dollars were loaned for a longer term to countries
that were importers of o0il in order to finance their much
larger balance-of-payments deficits. Amid predictions of
impending doom and disaster, private financial markets
found a way not only to keep the global economy afloat,
but within short order, to fuel renewed expansion. That
way was unprecedented increase of external debt,
especially on the part of the developing countries.

Countries did not have to borrow at that time. They
could have reduced their purchases of o0il, or failing
that possibility, have restricted other imports. But
such responses would have implied passing along the oil
tax in the form not only of lower real incomes but also
of diminished output and employment. That was an un-
popular choice for most governments, especially when
they were taking credit for improving economic performance.
The other option was to accelerate the growth of exports
to offset the increased cost of imports; although no
less a reduction of real income, such a strategy at least
promised to be less contractionary than policies aimed
primarily at import reduction. That choice again seemed
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dubious when recession in the industrialized countries was
slowing aggregate trade growth in 1974 and 1975.

More gradual, debt-financed adjustment was therefore
attractive to many countries, an option rendered the more
alluring by its cheap cost. Not all countries were
eligible. Those that had the luxury of borrowing were
predominantly the ones that had already established prior
links to the market: They turned from debt-led growth to
growth-led debt. In the earlier period they could count
on an elastic supply of foreign capital and could, and
did, set ambitious growth targets independent of a
foreign-exchange constraint. In the later period, they
operated under greater restriction. Although they
borrowed more, countries were not facing unlimited
supplies of credit: Their growth rates had to be set
more modestly, with larger debt financing the larger
needed import requirements.

Not all eligible countries chose such a path. Taiwan
and Singapore, for example, accepted a more immediate
adjustment and realignment of real wages to remain
competitive in exports. The more dependent economies
were upon their exports, the more inclined they were to
favor aggressive efforts to expand market shares rather
than to accept continuing debt-financed balance-of-
payments deficits. 1In such small open economies, import
substitution was not a prominent part of medium-term
adaptation, and export competitiveness was best
accomplished by short-term flexibility.

Enough countries opted for deficit finance to permit
financial markets to sustain world demand. By making
money cheap the banks induced borrowers to maintain and
expand their imports to offset the export surplus of the
0il producers. In this fashion, a classic potential
oversavings, non-full-employment solution to the surplus
problem was averted, and global recovery could build upon
the continuing growth of the middle-income developing
countries. Increased indebtedness thus had positive
externalities.

From a national perspective, this sort of strategy
also produced favorable results. The select group of
countries that were able to borrow experienced better
economic performance. The poorest countries, on the
other hand, had to adjust immediately and painfully,
despite larger official lending mobilized in their behalf.
As a consequence, a wider gulf opened between the middle-
income and the low-income countries in the 1970s, even as
it narrowed between semiindustrialized and industrialized
countries. Per capita income grew between 1970 and 1980
at an annual rate of 3.2 percent in the middle-income
countries, 2.4 percent in the industrialized countries,
and not at all in the low-income countries other than
India and China.?

Table 5.1 confirms this dominant role of the NICs in
credit markets in the immediate aftermath of the oil-price
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shock. They accounted for over two-fifths of the in-
crease in all developing-country debt between 1973 and
1976. Mexico and Brazil, together, accounted for about a
quarter. All low-income countries could manage little
more than 10 percent, almost exclusively from official
sources. Five of the nonsurplus-oil exporters virtually
matched that participation.

For some of the borrowers, the new credits became
habit forming, even after real prices of oil began to be
eroded and industrial-country growth recovered after
1975. Balance-of-payment deficits declined only
gradually, as bank willingness to continue to lend opened
up new possibilities for public spending. The data in
Table 5.1 reveal a continued high level of participation
of the NICs in total borrowing and expansion of the role
of the oil-exporting countries. Although borrowing had
its origins in the o0il crisis, it took on a life of its
own, one influenced by the higher price not merely of oil
but also of manufactured imports.

Since banks preferred official guarantees, and these
could more readily be given on public loans and indirect
borrowing of state enterprises, private international
credit markets imparted a significant bias toward public-
sector expansion. This, too, favored those middle-income
countries with a more pervasive network of state enter-
prises and interventionist tradition. Countries found
the speed and less exigent requirements of the private
banks a welcome contrast to the rigidities of official
loans.

Banks, on their side, found their new customers an
important source of profits. Banks made their money on
the higher up-front commission fees and spreads for loans
to developing countries, and low real interest rates, or
even negative rates, were no worry. Indeed, they were
welcome in minimizing the debt-servicing problems of the
developing-country borrowers. As long as bank depositors
were willing to accept negligible returns, and surplus-
0il producers had such a preference for liquidity that
they were, the arrangement was quite satisfactory.

As a result, developing-country debt grew at a rate
of about 20 percent a year from 1973 to 1978, in-
creasingly weighted by the floating-rate loans of banks.
Lenders bore the risk of a mismatch between overnight
deposits and six- or eight-year loans; borrowers bore the
risk of changing interest rates and had their costs pegged
to the London Inter-Bank Offer Rate (LIBOR). In addition,
countries were exposed to the high rates of loan turnover
implicit in the short-maturity structure of commercial
loans. This translated into debt-service ratios that
far exceeded previously conventional standards, without
providing comparable access to increased real resources.

A relatively small number of countries thus embarked
on a strategy of growth-led debt in the 1970s subject to
special vulnerabilities. They were financing medium- and
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long-term capital formation on the basis of short-term
credits with an uncertain and variable price. Inherent
in any debt strategy was an inability to know its real
return because the future prices of exports were an
important determinant of the potential benefits.
Compounding it in this case were an uncertain cost of debt
and a dependence upon future conditions of supply of
credit required to roll over existing loans.

Yet up to the second oil-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-
0il developing countries in 1979 than in 1970-1972
(although assisted by rising oil revenues for some new
exporters in the group). Debt service, even if claiming
a larger share of exports than earlier (as grace periods
expired and interest rates crept upward), was still a
modest 19 percent for the group as a whole. Short-term
loans were not yet much in evidence and posed no cash-
flow problem. The ratio of reserves to debt outstanding
at the end of 1979 was a third more satisfactory than the
level in 1970-1972.°"

In the meantime, as noted earlier, those developing
countries with access to the financial market succeeded
in sustaining their rates of growth far more effectively
than those forced to do without. They did so because
they utilized increased foreign savings to finance higher
levels of investment. Evidence on the consumption be-
havior of a number of the major debtor countries is
reported in Table 5.2.° It confirms the productive
application of the much larger foreign capital inflows in
the period after 1973.

In the first place, despite the acceleration in
borrowing, the propensity to consume out of net foreign
proceeds in 1965-1978 was not statistically significantly
greater than in the prior period. If foreign resources
were not all applied to investment, neither were they
diverted to consumption in proportions different than
they had been. Second, the share allocated to savings
from foreign borrowing in 1965-1978 was significantly
greater than the allocation from gross national product
for Korea; for both Brazil and Mexico, the deviations
are in the right direction although falling short of
statistical significance. 1Indeed, for these three largest
debtors, the savings coefficients from net capital in-
flow are high enough so that the hypothesis that all
borrowing was saved cannot be rejected. At the margin,
for these countries, debt translated more than pro-
portionally into investment. Third, even after the
second oil shock in 1979-80 provoked further uncertain-
ties and reduced growth and investment, there was no
systematic tendency toward greater consumption out of
borrowing. Some countries did show a rise, Brazil most
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Table 5.2 Consumption Behavior of Debtor Nations

Marginal Propensity Marginal Propensity
to Consume from to Consume from
National Product _ Foreign Capital

1965-1981 1965-1978 1979-1981
Argentina .76 a .82 1.02
(21.39) (2.49) (1.20)
Brazil .79 -.02 .90
(48.24) (.04) (1.91)
Chile .86 .95 .51
(33.92) (2.84) (1.62)
Colombia .73 .69 .20
(35.68) (2.67) (.50)
Indonesia .67 1.00 .76
(37.80) (6.84) (4.63)
Korea .68 .20 .48
(34.87) (1.82) (1.97)
Mexico .76 .43 -.51
(36.26) (1.30) (1.54)
Venezuela .46 .54 .38
(1.16) (7.40) (1.72)

a .
t-values in parentheses

Source: Data on national accounts from International Monetary
Fund, International Financial Statistics, various issues.

prominently, but the only statistically significant
change was Mexico's in the direction of greater saving.
Finally, the pattern of expenditures in a nondebtor
country like Colombia is not much different from that in
the largest debtors.

This conclusion of no gross displacement of domestic
saving is corroborated by IMF studies comparing changes
in average ratios of saving to GNP with relative changes
in the current account between the late 1960s and the
1970s. Taking into account as well simultaneous invest-
ment increases, the "increases in external deficits can
in most cases be accounted for by expansion of investment
(relative to total output) rather than by growth of
consumption."® The cross-sectional methodology leads to
the stronger result that debt had its principal applica-
tion in investment, not true in my sample for such
borrowers as Argentina, Chile, and Indonesia. What seens
clear is that countries did not borrow in order to in-
crease their consumption ratios, although their absolute
consumption may have risen.

Although some countries encountered difficulties and
were forced to reschedule and although some analysts
remained skeptical of the magic of the market, the
consensus judgment about developing-country debt until
the second o0il shock was a positive one. Rapidly growing
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debt was a solution rather than a problem. Even in 1980
it could be stated in an IMF Occasional Paper:

In sum, the overall debt situation during
the 1970s adapted itself to the sizable strains
introduced in the payments system and, in
broad terms, maintained its relative position
vis-a-vis other relevant economic variables.
Though some countries experienced difficulties,
a generalized debt management problem was
avoided, and in the aggregate the outlook for
the immediate future does not give cause for
alarm.’

A Changed International Environment

Even as those lines were being written, the bases
for optimism were being eroded by a deteriorating global
economy. In the first instance oil prices soared again
under the impulse of uncertain supplies as war broke out
in the fall of 1979 between Iran and Iraqg. After con-
siderable volatility in the spot market, the new average
1980 o0il price settled at a level almost two and a half
times greater than its 1978 value of US$12.83 a barrel.
The immediate impact, reminiscent of the first oil-price
shock, was a large OPEC surplus offset by a large nonoil=-
developing-country deficit.

Once again there was a recession in the industrial-
ized countries, as contradictory policies sought to con-
tain inflation, but this time more seriously. The impact
on developing-country exports and terms of trade was to
prove longer lived. Finally, there was a new element in
the formula: Real interest rates began an upward ascent.
Where before the capital market facilitated deficit
finance, it now penalized not only the flow but also the
stock of past debt contracted on a floating basis to boot.

Table 5.3 quantifies the approximate contribution
of each of these three adverse factors to the current
account deficit realized by the group of nonoil develop-
ing countries as a whole. The role of the oil-price
shock, even allowing for the favorable impact on such
countries as Mexico, Peru, Egypt, and a few others, is
shown as paramount in timing and magnitude. In second
place is the recession-induced reduction in export
earnings, the result of both slower growth in volume and
deterioration in price. This negative influence is most
pronounced in 1982. By that time the severity and length
of the slowdown in the industrialized countries produced
a volume decline as well as an increasing cumulative
price effect. It is not surprising that by 1982 coun-
tries found themselves in more and more balance-of-
payments difficulty.

Higher interest rates, despite the attention they
have received, are of lesser, but accelerating, importance
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Table 5.3 Sources of Deterioration in the Current Account of
Nonoil Developing Countries, 1979-1982 (billions of U.S. dollars)

Cumulative
1978 1979 1980 1981 1982 1979-1982

Actual trade

balance -36.6 =51.3 =74.3 -79.6 =52.2
Adjusted trade
balance -46.3 =57.3 -47.8 8.8
0il effect 5.0 17.0 18.6 14.8 55.4
Recession effect 13.2 46.2 59.4
Export volume 23.2 23.2
Terms of trade 13.2 21.3 34.5
Debt service (gross)-19.4 -28.0 -40.4 -55.1 -59.2
Interest Rate
effect (gross) -1.1 .5 11.4 23.0 33.8
Interest rate
effect (net) -.5 .2 6.5 14.0 20.2
Current account -41.3 -61.0 -89.0 -107.7 -86.8
Adjusted current
account -41.3 -56.5 -71.8 =-69.4 -11.8

Source: Actual trade balance and current account based on
International Monetary Fund, World Economic Outlook, 1983;

adjusted trade balance: actual minus sum of oil and recession
effects; o0il effect: actual cost of net imports of o0il (using oil
import price of industrialized countries) minus estimated cost using
0il price that varies after 1978 with export prices of oil-importing
countries; recession effect: composite of terms of trade and

volume effects (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 nonoil

terms of trade (export prices of nonoil, oil-importing countries,
import prices of oil-exporting countries in 1973-1974, 1979-1980,
nonoil 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 (gross):
based on International Monetary Fund, International Financial
Statistics; interest-rate effect: based on a 1975-1978 average

real prime rate (measured using the December to December price
index) of .75 applied to short-term loans, and for effect net of
earning assets, to short-term net liabilities. 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 Developing Countries (Paris, 1982). Rates were
applied to average annual debt, obtained by using average of year-end
debts. This method approximates well actual gross and net interest
payments reported in International Monetary Fund, World Economics
Outlook. Adjusted current account: actual minus sum of oil effect,
recession effect, and net interest effect.
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in explaining the deterioration in the current account.
One reason for their limited power is the offsetting
effect of developing-country assets on which earnings
would have been lower had real rates not increased
abruptly in 1981 and 1982. This is reflected in the
smaller net improvement for current account for 1982
compared to the adjusted current account, as shown in
Table 5.3.

But this does not capture the full significance of
the rise in the interest rate. The increase not only
contributed to the current account deficit but also had
immediate adverse effects on the debt-service ratio. Be-
tween 1978 and 1981 interest payments on the debt rose
from $19 billion to $55 billion for all nonoil developing
countries, and the ratio to exports increased from 7.3
to 11.9 percent. The change for Latin American borrowers
was much greater, as the ratio of interest service to
exports climbed from 14.9 to 25.4 percent. Only declin-
ing amortization kept the overall debt-service ratio with-
in bounds. Potential lenders were concerned. That the
higher nominal rates at first were partially equivalent
to shorter maturities, because they were compensating for
inflation rather than signaling a deterioration in the
capacity to pay, did not always register.

Such higher rates thus exacerbated the crisis and
were a crucial factor in making developing-country
adjustment more difficult just when export demand was
falling off. Recession in the industrialized countries
in the past had at least been partially offset by more
abundant and cheaper loanable funds. Higher rates had a
further effect: They determined the inertial growth of
the debt, an inertial growth that would have to be offset
by export surpluses that reversed the real resource flow
to developing countries. I explore this consequence in
the next section.

The new real-interest-rate regime was largely the
consequence of conscious policy in the industrialized
countries. Tighter money became the principal instrument
to reduce inflation. Reaganomics carried the process a
further step by marrying lax fiscal policy and an insis-
tence on lower inflation; the predictable consequence was
higher deficits, interest rates, and unemployment.
Restrictive policy also produced other consequences that
reinforced the tendency for interest rates to rise.
Reduced surpluses were realized by oil producers facing a
softer and more competitive market, so that former source
of savings to finance the deficits of the oil importers
was no longer available.

International capital markets magnified the shock.
Banks, concerned about their exposure, raised premiums
to oil-importer borrowers; more importantly, they became
more reluctant to lend. They began to prefer shorter
loans--ostensibly trade credits, but in reality, like all
lending, balance-of-payments finance. Estimated debt of
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less than a year doubled between 1977 and 1982 while
medium- and long-term finance increased by about 50 per-
cent.

As the data in Table 5.3 suggest, the cumulative
effects of the external shocks experienced after 1979
were sufficient to convert the large 1982 deficit of $87
billion to one of $12 billion. In the absence of these
cumulative effects, the sometimes drastic efforts on the
part of countries to curtail their imports would have led
to significant improvement in their payments situation
rather than the severe difficulty actually experienced.

All together, the total value of imports was cut
back by some $40 billion in 1982. That was the inevitable
consequence of confronting mounting debt-service ratios
with first claim on foreign-exchange receipts. For the
largest debtors--Argentina, Brazil, and Mexico--debt
service in 1982, excluding rollover of short-term debt,
averaged about 80 percent of export earnings.

But the data in Table 5.3 also make it clear that
the sharp initial rise in the deficit from its 1978 level
must be explained on other grounds. By 1980, even leav-
ing aside the oil-price shock and the price of exports,
the current account deficit had risen by a third. It is
a mistake to blame the oil-price and recession shocks
alone for what was also an inadequacy of the functioning
of capital markets.

For one thing, as the data in Table 5.1 showed,
there was much increased borrowing by Chile and Argentina
as they pursued more open capital markets as an integral
part of their new international monetarist stabilization
experiments. Between 1978 and 1981 their previously
moderate debt almost trebled, as they alone accounted for
some 12 percent of increased developing-country indebted-
ness. High domestic interest rates in conjunction with
preannounced and--in the case of Chile--fixed exchange
rates encouraged rapid capital inflows that were trans-
lated into larger imports, but without the same propor-
tion saved as was true of the earlier NIC borrowing in
the aftermath of the 1973 oil shock.

For another, oil exporters, and in particular Mexico,
relied heavily on external finance to sustain high rates
of growth of product and, disproportionately, of imports.
The very initial shock of higher oil prices worked to
their advantage. They borrowed not to accommodate to
adverse external circumstances, but rather to exploit
their new riches. Needless to say, they were attractive
clients for banks again flush with Eurodeposits in
search of application.

Finally, some oil-importing countries, prominently
Brazil, became habituated to debt-financed adjustmenth
understated the different and more persistent inter-
national recession, and took few precautionary measures.
Brazil chose for internal political reasons to expand in
1980 at the expense of a deteriorating payments position.
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It was checked early on by an increasingly inelastic
supply of credit. As a consequence its debt expanded
relatively less than that of its Latin American neighbors.

Between 1978 and 1981, 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 participation of 30 percent. Almost all of the
new debt was accumulated on a floating-rate basis, and
progressively the cheap interest rates became unavailable.
For many, prudent import policies might have averted some
of the later grief. A prominent exception was Brazil,
whose large outstanding debt absorbed virtually all of
the foreign exchange borrowed and whose real imports re-
mained compressed. Brazil was also exempt from the
capital flight that complicated debt management in
Argentina, Mexico, and Venezuela. The excess of debt
change over the current account deficit and reserve
accumulation amounted to some $45 billion between 1979
and 1982