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Foreword

HE Third World Debt problem has plagued officia discussions
about international banking and financia arrangementssince the
early 1980s. Market participantshave been much less prone to be
caught in a 'debt discussion trap', however onerous theilliquid assets
held by banks and others as claims on Lain American and African
countries. Those participantswent on in the 1980sto devel op interna-
tional marketsin new financial instrumentssuch as interest rate and
currency swaps. Hence, theso-calledcrisis, whatever itssignificancefor
some banks (mainly American), did not bring stagnation to world
financial markets. It is a political sideshow to the sparkling circus o
international banking and capital markets.

Theissuestreatedin thisOccasional Paper, based onseminarsheld
inSydney and Wellington during Lord Bauer's vist toAustraliaand New
Zealand in November 1989, go along way to explain why the attention
of the official international financial community was transfixed by this
perceived crisis. No lesssignificant are the trenchant views expressed
here on the folly of that community. It is little wonder that the
International Monetary Fund and the World Bank carry so little weight
ininternational financial marketsand havescant prospect of improving
their standing. These institutions failed to detect the onset o the
probleminthelate1970s;their jointunwillingnessto analyseeffectively
itssignificance is hardly surprising.

The prime responsibility for the predicament o the heavily-in-
debted countrieslieswiththeir national governments. For some countries,
including Brazil and Mexico, foreign funding requirements to ensure
balance of paymentsstability were rdatively lower in the 1980sthan in
earlier decades. Often those funding needs were smaller asashare o
grossnational output than those of vibrant, newly-industrialisingcoun-
tries such as South Korea. In other countries, such as Venezuela,
substantial foreign investmentswere being made during the 1980s so
that their netforeignliabilitiesweremuchlower than officid debtfigures
would lead the casual observer to believe.

L endinginstitutionscannot escape their share of theblameinfailing
to assess correctly the risks of loss when funding governments and
companies. These debts can bewritten off only at the expense of their
owners in terms of lower dividends and much reduced valuesfor the
traded shares of the banks and other lenders. But the ownersshare the
burden with the taxpayers who indirectly meet the costs in terms of



lower corporatetax collectionsasbad debtsareset off against operating
profits.

However, thefailuresdf national governmentsare the prime cause
of the debt imbroglio. Borrowings have been used for political ag-
grandisement and the pursuit of military obsessions as much as for
economicbetterment. Little heed has been taken of the need to foster
international competitiveness. Quiteoften, the policy signalshavebeen
perverse, asoverval uedcurrenciesencourageurbanconsumptionat the
expense d domesticand export production.

Nor can arguments about restrictions on access to markets in
advanced industrial countriesstand up to much inspection, There are
indeed market redtraints in the United States and Europe, but the
countrieshamperedby themare thesuccessful Asian ‘dragons’ (Singapore,
South Korea, Hong Kong and Taiwan) rather than the indebted ones of
Africaand Lain America. Moreover, theeconomiesof Japan, the United
States and the European Community have recorded sustained rea
growth in recent years, thus offering market opportunitiesto exporting
countries with the capacity to seize them. Similarly, the advanced
industrial countries can hardly be blamed for accepting the funds
flowing from indebted countries as asset-holders try to escape the
incompetence o their national authorities.

In thisessay, asin many other distinguished contributionsto the
same broad topic, Lord Bauer has given us refreshing insightsinto the
'international aid business. Fortunately, the lessonsare being learned;
themunificenced Westerngovernmentswill belesseasily tappedinthe
1990s. Unfortunatdly, reci pientgovernmentshave beens owto respond
with improved policiesand agreater willingnessto accept the need to
magter their own destinies. Yet there aresigns of achangeof attitude,
eveninAfrica AndinLainAmerica,recent decisionsby thegovernments
of Mexico, Brazil, Argentina and Chile to promote freer trade are most
welcomeindications of a new approach to economic strategy.

Warren Hogan
TheUniversity of Sydney
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T he Third World Debt Crisis:
Can't Pay or Won't Pay?

Peter Bauer

. INTRODUCTION

Large-scale default by governments on their debt to Western lenders
constitutes the so-called Third World debt crisis. 'Crisis is a misno-
mer. The defaults are a prolonged and rational response of the
debtors to the reluctance of their creditorsto press for payment. |
shall focus on Third World debt, but the argument applies also to
Polish and Y ugodav debt.

| shall try first to get out of the way some matters of terminology
and gtatigtics. | shall use the term 'debt criss without saying 'so-
called' or using inverted commas to denote failure to honour obliga-
tions. And | shall follow the traditional practice, well-established in
other contexts, of referring consistently to failure to meet contractual
obligationsas 'default’. In the parlanceof the current debt crisis, the
term 'default’ is rarely employed and then only to describe formal
repudiation of debt. Similarly adefaulter is termed 'problem debtor’,
oned the many euphemismsin thisgeneral area. Defaultisso rarely
mentioned presumably because the term would force creditors to
write off debt sooner or to a greater extent than they would wish.
Western governments, the international organisations and bankers
may also think that its use would offend Third World governments.

The words 'reorganisation’, 'rearrangement’, 'rescheduling’ are
commonly used to denote variousformsof default. Dr Mike Faber of
the Sussex Institute of Devel opment Studies has coined the apt term
'debtspeak’ for this terminology.

Apart from brief referencesto the debts of some o the problem
debtors, | shall not review the stetistics of Third World debt. The
substantive argument does not depend on these statistics. Indeed
preoccupation with them diverts attention from the basics. | may
note, however, that the statistics often cited in public discussion are
much affected by what is included. Mog discussion centres on
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sovereign debt; sometimes the estimated total of private debt is also
included. Inwhat follows| shall focus on sovereign debt, which is at
the centre of the debt crisis.

The number of indebted countries covered also varies. some-
timesthe discussion refersto Latin America, at other timesto15or 17
countriesregarded by the World Bank as highly . ndebted, at yet other
timesto all Third World countries; and there are many other variants
aswell. Again,usual practice istoexclude debtsowed by one Third
World government to another, that is, to measure sovereign debt to
theWest. Nevertheless, debts between Third Worldgovernmentsare
sometimes included. When these are not netted out, the statistics
overstate Third World debt to the West. Moreover, very different
categories of debt are habitually lumped together in these figures.
Thus, the large disbursements made to many governments by the
International Development Association (IDA) of the World Bank are
included. These 50-year loans, which are free of interest, are not
indexed for inflation. In effect, they are grants rather than loans.

I, THE DEBT SERVICE RATIO: AN INADEQUATE MEASURE

One often-used statisticisknown as the debt serviceratio: thesum of
interest and amortisation payments expressed as a percentage of
export earnings. The International Monetary Fund (IMF), the World
Bank and Western governments have accepted this ratio as index of
debt service capacity. Thisratio may appear asasensibleand relevant
measure of the ability to service debt without politically and morally
unacceptable hardship. But for several distinct reasonsthisis not so.
First, this ratio does not indicate at al the relation between debt
serviceand grossnational product (GNP). Second, it takes no account
of the policies of the debtor governments themselves, which often
affectexport earningsdirectly. Third, it takesno account of theliquid
fundsand other marketable assets of the debtors. | shall now examine
these matters in some detail .

Debt Service as a Shar e of GNP

Seventeen countriesare listed by the World Bank as problem debtors
and have been aggregated under thisheading since about1985. They
are Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, Ecuador,
Ivory Coast, Jamaica, Mexico, Morocco, Nigeria, Peru, Philippines,
Uruguay, Venezuela and Yugosavia. The criterion on which these
countries have been chosen isnot clear. They have been aggregated



as the mgjor problem debtors since the discussionssurrounding the
Baker Plan of October 1985. Possibly they were, or werebelieved to
be, countriesthat would grow out of their indebtednessif that plan
were implemented. US political concerns have presumably aso
affected the choice of these countries among which Latin American
countriesfigure so prominently.

Mog o these problem debtors are so-caled middle income
countrieswith recorded per capita GNP of well over $US1000; and the
GNP figuresare in many cases amost certainly substantially under-
stated. The aggregate debt service payments d these 17 countriesin
1986 represented about 3 per cent. Debt servicing of this magnitude
could not have affected living standardssubstantially.

Itisaso relevant that in 1986 debt service as percentage of GNP
was less for these highly indebted countries in total, and for the
principal problem debtors, than it was for South Korea. For the 17
countriesit averaged 4.9 per centof GNP, for Brazl itwas 3.1 per cent,
for Mexico 7.2 per cent, for Venezuela 6.5 per cent. For South Korea
it was 7.6 per cent.' It isworth noting, in passing, that according to
Professor Degpak Lal (at thetime Research Administrator at the World
Bank) the burden of debt service of the problem debtors after the
onset of the debt crisiswas far from exceptional by historical stand-
ards. It was appreciably lower than it was at times in the past for
Argentina(now one d theseventeen) when that country wasrated as
afirg-class debtor.?

Preoccupationwith the debt service ratio, that is debt service as
percentage o exports, or with debt service as percentage of GNP
suggests that capacity to pay depends critically on external factors
outsidethecontrol of thedebtors. Thisignoreskey questionsrelevant
to the ability to pay. Do the policies of the debtors affect export
earnings? What assets do the debtors have?

Government Policy and Export Earnings
Export earningsdepend criticaly ongovernment policy. Somewidely

adopted policiesdirectly and promptly affect export earningsadversaly.
Obvious examplesinclude restrictionson certainexports, underpay-

1. World Bank, World Debt Tables 71987-88, Vol.I, p. xlviii.
Sometimes only 15 countries are included in the list but the difference
doesnot affect the argument.

2. Deepak Ld, The Wall Street Journal, 27 April, 1983, and The Times
(London), 6 May, 1983.
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ment of farmersdf exportable crops, suppression of privatetradeand
over-valuation of the exchange rate. Other policiesand government
conduct also damage export earnings, though the effects are not so
directand evident. Theseincludemaltreatment of productivegroups
and provocationd civil conflict,neglect of publicsecurity,expensive
import substitution, and other measures that divert resources from
export to domestic use.

Government policies largely explain differences in the export
performance of different countries. For example, in 1940 the Gold
Coast (now Ghana) supplied over one-third of world demand for
cocoa. By 1987, itsshare had fallentounder 15 per cent. Thetonnage
exported from Ghana was lower than in 1940. World consumption
had more than doubled; and exports from other countrieshad more
than trebled. The principal factor has been the sustained and severe
underpayment of farmersin Ghana.> The importanced government
policiesis dsoindicated in the very different export performance of
magjor debtors and other Third World countriessuch asthe Far Eastern
economies, including both industrialised countries (Hong Kong and
Taiwan) and primary producers (Madaysia and Thailand).

Restrictionson Capital | nflow

Redtrictions on the inflow of equity capital deserve special notice.
Most debtor governments, possibly al, restrict the inflow of equity
capital. They reservefor themselvesor their nationals the mgjor part
or the whole o the equity in large sections o the economy. This
policy reduces the resources available to debtor governments and
aso inhibitsthe inflow of enterprise, know-how and skills that often
accompaniestheinflow of equity. By reducingtheeconomiccapacity
of acountry it also reduces the capacity to export. The policy isalso
notably anomal ouswhen shortage of capital is the argument for debt
relief and other formsof aid. Therestrictionson theinflow of equity
are maintained or even extended amidst reschedulingnegotiationsor
the pleas of debtorsfor further support.

Therestrictions on inward foreign investment are a mgjor factor
behind Third World debt. They have encouraged reliance on other
forms of foreign capital, notably bank finance and officia aid. Bank
financeand concessi onal borrowinginvolveinterestobligationswhile

3, Far cocoa ddidics, see FAO, International Yearbook of Agricultural
Statistics 194142 to 1945-46, Vol. 11, 1947, and FAO, Trade Yearbook
1987, Vol. 41, 1988,



equity finance carries no such obligation. The effects of the restric-
tionson equity are reinforced when foreigninvestmentisdeterred by
fears of expropriation or other officia policies adverse to foreign
investors.

Restrictionson theinflow of equity diminish the supply of capital
available to debtor governments. The same applies to the flight of
capital from the mgor debtors as a result of political uncertainties,
inflationary policiesand over-valued exchange rates. Thisis afamil-
iar phenomenon though its magnitudeis sometimesdifficult to esti-
mate.* Exportsof capital account for thelargeliquid external funds of
residentsdf debtor countries, a matter to which I return shortly.

Borrowed FundsWagted

What has happened to the borrowed funds?If loansare used produc-
tively, servicing them should not be a burden in the sense that the
recipientsareworsedff then they would beif they had never borrowed
the money.

However, much of the money, possibly most of it, has been used
in directionswhich have not yielded income or improved economic
and social conditionsin the recipient countries. Third World debtors
have spent hugely on prestige projects, unviableindustriesand po-
litically-motivatedsubsidies, including subsidies to the urban popu-
lation, to relatively well-off people and to other politically-effective
groups. The countriesdf the defaultersare littered with monuments
and relics o unviable and grandiose schemes undertaken for the
political and personal purposes o the rulers and their loca dlies,
often promoted by Westerncommercial interests. Thisissuch awell-
worn and well-documented theme that detailswould be otiose.

The mgor debtors also spend heavily on armaments for use
almost entirely against other Third World governments, many of them
also debtors, or against their own citizens. Large-scaleexpenditure
on weapons, including often highly-sophisticated,expensive, up-to-
date weapons, is commonplace by debtor governments including
relatively rich countries such as Venezuela and Argentina and very
poor ones such as Ethiopiaand Sudan.

4. Some observations and statistics on this subject are in Ramon Diaz,
'Capitalism and freedom in Latin America, in Michagl A. Walker (ed.),
Freedom, Democracy and Economic Welfare, Vancouver, 1988.
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AssetsUnused

Possession of assets is always pertinent to ability to pay. Estimates
differ widely of the external liquid assets of the governments, central

banks and para-statal organisations of the mgjor debtors and those of

their private citizens. Thelatter are also pertinent since the external

assets of acountry's citizens can be requisitioned, aswas done by the
British government in two world wars. Reliable information on the
external assetseither of Third World governments or of their subjects
is not readily available, as the information is often confidential®
However, thesumsinvolved are undoubtedly largein relation to debt
service and also asa meansfor securing bridging finance to overcome
liquidity problems.

Some of the particularly recalcitrant debtors have been notably
unwilling to use availableliquid assetsto make even token payments.
Thusin 1987 the government of Peru had foreign exchange and gold
reserves of about $1.3billion at the timeit refused to pay afew million
dollars on debt service. I1n 1987 the government of North Koreawas
reliably reported to have significant gold and foreign exchange re-
servesintheWest when it had not serviced itssovereign debt forsome
three years.” Itisworth noting, more generally, that according to the
annual report for 1988-89 of the Bank of International Settlements, the
increasein liquid external assets of the citizensof eleven mgjor Latin
American debtor countries 'over the ten years up to and including
1987 may have amounted to a very large proportion of or even
exceeded their present debts to commercial banks'.'

Themajor debtors al so have command over other readily market-
ableassets. Thelargestate-owned oil enterprisesof Mexico, Venezuela,
Brazil, and Nigeriaare only the most conspicuous examples among

5. At times the volume of the currency reserves of the debtors are not
disclosed, or diminish in rather mysterious ways. Reported reserves
occasionally show substantial declinesover a period whenacountry ran
surpluses on external transactions and also received new loans from
Western banks. These declines tend to further concessional finance.
Reports on such developments appeared in The Financial Times, 21
January and 25 January 1989 for Brazil and Mexico respectively. These
uncertainties reinforce the argument of the text.

6. TheFinancial Times, 25 August 1987; Neue Ziircher Zeitung, 27 August
1987.
7. Bank of International Settlements, Annual Report, 1988-89, p. 135. The

eleven countries are Argentina, Bolivia, Brazil, Chile, Colombia, Costa
Rica, Ecuador, Mexico, Peru, Uruguay and Venezuela.



many others.

Mexico providesaninformative instance. Thedebt crisiserupted
in August 1982 with therefusal of the Mexican governmentto service
itsexternal debt. At thetimethisdebt wasaround$80-85billion. The
capital value d FEMEX, Mexico's state-owned oil monopoly, was
then around $35 hillion if valued conservatively on the basisof six or
seven times earnings.®

The para-statal corporationsof the mgor problem debtorsrepre-
sent assetsthat could besold or pledged asawholeor in part. Infact
the opposite has been happening. In the course of the debt crisis
some of these para-statals bought heavily into large Western enter-
prises. For instance, in 1986 and 1987 Petroleos de Venezuda
invested heavily in oil refineries and related enterprises in the US
Weg Germany and Sweden. In 1987 it announced that it planned to
invest $11 hillion in such enterprises between 1988 and 1993.° In
November 1988, Petrobras of Brazil acquiredasubstantial stakein the
North Sea Magnus oil field originally developed by BP.*° These vari-
ous transactionstook place at timeswhen it was widely asserted that
these debtors could not service their debts without hardship.

Itiswiddly believed that the sale or pledging of state-owned or
controlled assetsfor debt servicingis politically impossible. In Latin
America it is widely regarded as demeaning and incompetible with
national sovereignty. But thereis no basisfor this opinion. In both
world wars, the Britishgovernment sold or pledged its own securities
or those df its nationals without this being regarded as infringing
sovereignty. And in the 1980s the New Zealand governmentsold off
state-owned enterprises explicitly in order to reduce its external
indebtedness. Even theuse of gold and foreign exchangereservesfor
debt servicing has at times been deemed palitically impossible. An
articlein TheFinancial Times, April 1987, reported that Mexican for-
eign exchange reserves were then at the record level of $16 billion.
Thearticle considered whether part o the reservesshould be used to
buy up government debt in the secondary market. According to the

8. Theearningswould have been considerably larger if FEMEX had been
in the private sector and therefore would not have had to carry heavily
inflated personnel for political reasons.

9. Reportson such transactionsappeared in The Financia Times 16 April
1986; 24 December 986; 26 March 1987; 20 May 1987; 10 December 1987;
in Internationa Herdd Tribung, 19January 1988;and 7he Bconomig,
14 May 1988.

10. Tre Times 22 November 1988.
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article, this appeared especialy appropriate because the reserves
could well bedissipated in unproductivespending, or in thefinancing
of capital flight. Theuse of reservesfor these purposeswasdismissed
in the article as paliticaly impossible. This was not an isolated
instance. The use of gold reservesdf Latin American countriesfor
debt service has often been opposed as being inconsistent with
national sovereignty.

Sovereigndebt can alwaysbe paid, but never needstobe paid. It
can always be paid because governments determine the volume and
patternof their spendingand they cantax their citizens."* Governments
normally also have substantial marketable assets and can requisition
thosedf their citizens. On the other hand, sovereign debt repayment
cannot beenforcedin thecourts. Paymentisthereforeat thediscretion
of the debtor government.

The Rationality of Default

Servicing of sovereign debt involves economicand political costs. It
reducesmoney availablefor other purposes; and payment to external
creditors is unpopular. Governments will try to avoid these costs
unless the consequences of default outweigh these costs. Much the
most i mportant adverse consequence would be the drying up of new
external flows of finance which could result in an economic crisis
sufficiently seriousto undermine the position of the government. In
the absence o thisthreat thereislittleincentiveto honour sovereign
debt.

Whether a defaulting government can expect further external
fundsdepends on external forces, external climatedf opinionand the
commercid interestsof the suppliersd new funds. These have only
rarely been affected by past default. There have been many instances
of default onsovereigndebt for at least six centuries. In the 1950sand
1960s a number of governments of less devel oped countries (LDCs)
defaulted, including those of Argentina, Chile, Brazil, Peru and Tur-
key. Debt cancellationas aform of aid was aready canvassedin the
1970s. Therewasno foundation for the belief, much publicisedin the
1960s, that sovereign lending was riskless because ‘countries do not

11.  Thereareinstanceswhen the government cannot pay sovereign debt,
notably war, external aggression and boycott. These exceptions are
not relevant to contemporary Third World debt.



go broke'.

The present debt crisis dates from August 1982 when Mexico
suspended servicing itssovereign debt. Since then the great majority
of Latin American and African governments have defaulted, ashave a
number of Asian governmentsincluding those of the Philippines, Si
Lankaand North Korea.

There are certain novel featuresin the recent wave of defaults:
the scope and scale of the defaults; the readiness to default when the
ability to pay without hardship is often evident; the systematic avoid-
ance of the term 'default’; and most significantly, the reluctance of
creditors to press their claims. Indeed, default is regarded as less
reprehensible than attempts by creditors to make the debtors pay.

There has been no such drying up of funds to the debtors which
would undermine the position of the governments. Indeed the major
debtors, such as Mexico, have been receiving much increased flows
of officia aid. There hasal so beensome new lending by banks, partly
as a result of pressure by Western governments and partly because
this accords with the interests of the managements and executives of
the banks. Substantial further increasesin the inflow of funds to the
debtorsfrom the IMF, the World Bank, Western governments and the
commercia banks are envisaged in the discussions surrounding the
Brady Plan and canvassed at the IMF/World Bank meetingsin March/
April 1989,

Inthese conditionsitisquiterational for the debtors to default. It
is arational response to the reluctance of the creditors to press their
claims and to apply the only effective sanction, namely, to refuse
further funds.

Why Default isPartial

Indeed, it may be asked why debtor governments have continued in
most cases to pay some part of their obligations rather than default
completely.

There may be severa reasons for this. Some time had to pass
before the debtor governments could be reasonably confident that
the mgjor creditors would be accommodating in the face of de facto
default and not react by discontinuing further flows. Again, adebtor
government could have considered itsef at risk if it had for a period
ceased servicing its debt completely, unless there were domestic
economic or political events which could provide an excuse for its
behaviour. The validity of the excuse was less important than its
superficial plausibility and acceptability to influential opinion in the
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West. Further, agovernment might have believed that demonstration
of a willingness to meet some of its obligations could elicit larger
current and prospective flows of funds than would have been forth-
coming withamore completedefault. Each debtor government might
have considered itself as being in competition with other govern-
ments insecuring further funds. The formation of adebtors' cartel, if
effective, would of course remove this limited incentive which at
present may serve to contain the number and extent of defaults.

The arrangements of officia and commercial creditors with the
defaulting debtors exhibit considerable differencesin detail. Butin
major respects the arrangements are broadly similar. The standard
procedure usualy includes deferment of payment of interest and
amortisation beyond the due date; extension of the period of repay-
ment; and provision of substantial new fundstothe debtors. The new
monies may come from the World Bank, the IMF and Western gov-
ernmentsor from commercial banks which are under strong pressure
from their governments to maintain or extend their exposure in the
debtor countries. The new money is then added to the total debt.
Some of it is used to pay interest on the outstanding debt, including
arrears of interest. Inthe negotiation of debtsdue to officia creditors
thereis often someformal debt cancellation and reduction of already
concessional interest rates. Such arrangements are often madefor the
same debtor severa times within a few years.”> When commercial
banksareinvolved in these procedures they often receive substantial
feesfor their services.

Provision of new money is usually an integral element of these
arrangements. Indeed in the course of these discussions debtors
often urge that they will not pay at all unless the new funds exceed
debt service payments.

Related policiesinvolveincreasesin officia bilateral and multilat-
eral aid todebtor governments. Inreturnthe debtorsundertake not to
repudiate their debt formally, at least for the time being. They may
also promise to reduce government spending and fiscal deficitsand to
devalue officially prescribed nominal exchange rates. They may also
undertake to pursue more market-oriented policies. The performance
of the debtors under these arrangementsis rarely enforced or even
monitored effectively with the exception of the undertaking not to
repudiate their debts formally and also to devalue the nomina ex-
change rate.

12.  Accordingto Tke Financial Times, 26 January 1989, the officia credi-
torswere then rescheduling the debts of Senegal for the sixth time.



Most debtors, especially mgjor debtors, rarely change their poli-
cies significantly under these arrangements. Policies such as the
maintenance of alarge state sector, extensive control over economic
activity, state export monopolies and the like accord with their inter-
estsand may even be necessary for their political survival. They will
abandon them only if continued pursuit would result in economic
breakdown threatening their own position. If they are rescued they
will persist in their policies, though they may pay lip service to the
market and effect some changes in their exchange rate policies.

If mgjor changesin the domestic policiesof the debtors, such as
substantial dismantling of the state sector or reduction in the scope of
economiccontrols or in the underpayment of farmersare introduced
at al, they are likely to continue only as long as the inflow of new
money under these arrangements substantially exceeds debt service.
Indeed itisoften urged in the West that it will be politicallyimpossible
for the debtors substantially to reform their policies and that they
should not be pressed to do so either in the course of debt service
negotiations or in other contexts.

TheRhetoricof 'Burden Sharing'

The standard procedures and arrangements between creditors and
problem debtors are usually termed 'burden sharing’. Western tax-
payersand bankers assi st the debtors by agreeing to postponement of
payment, by scaling-down debt and debt service, and by providing
new money. Asquid pro quothe debtorsdo not repudiate their debts
formally and promise vaguely to pursue more market-orientated
policies.

'‘Burden sharing' is thus a euphemism for the acceptance of
default coupled with virtual assurance of further default through the
use of some of the new money to pay interest on past debt. Burden
sharing also suggests that the debts were somehow imposed on the
debtors, somewhat like reparations or tribute, rather than loans con-
tracted voluntarily for the benefit of the economy, or at any rate of the
government.

Under these arrangements the debtors are treated leniently. In-
deed thearrangements encourage and reward default. Thefavourable
treatment of defaulters is especially evident when they receive large
officia fundsas part of debt renegotiation or assupplement toit. Thus
the Mexican government has received substantial official funds on
favourable terms since the default of 1982; the announcement in
October 1988af anew USgovernment loan of $3.5billionwasbut one
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example.

The creditors treat defaulters more favourably than they do;
debtorswho honour their obligations. Thiswas put succinctly in an
articlein The Financial Times, 21 January 1984, entitled 'No rewards
for being good':

Thedebtorsgetting theworst treatment from Western Bankers
areactualy thosewho have not asked to reschedul etheir debts
at dl ... for Senor Edgar Guttierrez, the Colombian Finance
Minister, the messageis clear, If he redly wants a good deal
from his bankers, he should spend Colombias remaining re-
serves... then heshould stop paying Colombiasforeigndebt..
In the question d sovereign debts, virtue will tend to go
unrewarded.

IV. WHY ARE CREDITORSSO LEN ENT?

According to widely canvassed argumentsin the Wes, if Third World
governmentswere to pay more than they do now or, indeed, if they
continuedwith current payments, thiswouldinflict morally unaccept-
able hardshipon their people, especialy the poorest, and would al so
go counter to the economic and political interests o the West.

Debt Service No Cause of Third World Poverty

It has now become received opinionthat debt serviceisamgor cause
of Third World misery. Destitution, unemployment, low red wages,
inflation, malnutrition (even child mortality), population pressure
and deterioration of the environment have dl been attributed to debt
service. Received opinion was epitomised by Mr Jaime Lusinchi,
when he was President of Venezuela: 'The problem of foreign debt
today strangles the economic and social development of the great
majority of theworld's peoples’.’> Accordingto these opinions, with-
out debt relief Third World misery must continue and indeed will be
exacerbated.

These arefantasies. To beginwith, the beneficiariesdf debt relief
are not the poor but Third World governments, chiefly governments
of middle-income countries. Thus in 1986 per capita income in
Mexico was $1860, in Venezuela$2920. The comparative prosperity
o mgor Lain American debtors is reflected in such indices as the

13. International Herald Tribune, 2 January 1989.



ubiquitous six or eight-lane highways, high-rise buildings and the
sales of durables such as automobiles which continued at record or
near record levels throughout the debt crisis.

Moreover, the debtors could readily find resources for debt
serviceinwayswhichwouldinvolve noausterity at all. Theseinclude
the sale or pledging of state-owned or controlled companies, often
loss-making enterprises, in their entirety or in part; the lifting of
restrictions on the inflow of equity capital; a reduction of the more
extravagant forms of publicspending; and withdrawal of some of the
most harmful policies. Under these various headings there is ample
scopefor finding resources without hardship. Indeed, the population
would benefit fromthese measures. The governments may, of course,
arrange their finances and other policies so as to impose hardship on
the poor and rationalise this by reference to the need to pay their
creditors. But this does not affect the substance of the matter.

Accordingtoanother contention related to hardship, somedebtors
may now pay out morein debt service than they receive in new funds
and thisissaid to represent a perverse, immoral transfer from poor to
rich. This argument ignores the initia transfer of resources which
underlies the debt. Itisusual,indeed standard practice that debtors,
whether governments, companiesor individuals, pay morein interest
to their creditors than they receive in new funds, whether in any one
year or over the life of the debt. There have been substantial new
inflows of funds to several of the problem debtors in recent years.
When there hasbeen areverse transfer fromsome debtorsto creditors
thisreflectsthe reduction in theinflow of new money asaresult of the
conduct of the debtors.

According to another argument for favourable treatment of de-
faulters, such treatment is justified because their problems are the
result of unavoidable adversity, namely deterioration in the external
economic environment. This argument is both patronising and in-
substantial. It is patronising because it implies that Third World
governmentscan be expected tobehavelikechildren with no thought
for the morrow, or pop starswho promptly spend all they earn. If the
difficulties of the debtor governments are genuine and the results of
adverse external change, why have they not set aside the reservesin
good times to provide against adversity?** Their citizens are clearly
capable of taking along view in economic affairs asisshown by their

14, Balanceof payments crises have indeed often served as an effective
argument for obtaining moreforeignaid from Western donors, thereby
discouraging the setting aside of prudential reserves.
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readinessto plant tree crops which mature only years after planting.

Besides being patronising, the argument is aso insubstantial.
Whatever the redl or alleged payments problemsof the debtors, they
do not derive from external conditions but are of their own making.
As| haveadready insisted,exportsand export earnings of the debtors
depend criticadly on domestic conditions, especially government
policies.

Because the debt crisisis not the result of external adversity, it
will not be resolved by changesin external conditions such as, for
instance,evenfaster growth in theWest, theeconomiesof which have
grown greatly since the eruption of the debt crissin 1982. Western
prosperity did not make the debtors any readier to pay.

Debt Relief Not intheWest's I nter est

By 1989it has becomevery clear to debtor governmentsthat the flow
of funds required to sustain them will not depend so much on their
readiness toservicedebt but on the play of palitical forcesin the West
and on the interests d the managementsdf the international banks.
On thislast subject, it is often said nowadays that the banks need the
debtors more than the other way round.

The argument for supporting the debtorsin the economicinter-
ests of the West invokes the stability of the financid system and the
maintenance of employment. It is argued that without substantial
assistance, thedebtorswould openly defaultand thiswould endanger
the Wegtern financia system. Thisargument isless often heard since
1987 when the banks began to make large provisions against their
Third World loans. It raises the obviousquestion of how the banks
candeclarelargeprofitsand pay substantial dividendsif their solvency
is threatened by bad or doubtful Third World debts. And if their
capital basewereredly threatened by Third World default, thiswould
cal for measures to strengthen this base rather than for assistance to
the debtors. If banks have to be rescued thiswould need to be done
directly, rather than by channelling taxpayers money through debtor
governments who may not even use the money to pay debts, and
certainly will not use dl of it for this purpose.

However,even acknowledged default on Third World debt would
not threatenthe Westernfinancial system. The Western governments
can ensure that bank lossesshoul d not endanger depositorsasdistinct
fromstockhol dersor management of the banks, let alonethefinancia
system. They could insist that the banksshould build up their capital
base by reducingdividendsand seeking new capital. They couldaso



purchase loans at market value and/or take over some of the banks
and sell them as going concerns after writing down the balance
sheets.

The argument that support of the debtorsis necessary to protect
activity and employment in the West is also insubstantial. If more
spending by the West prompted more activity and jobs, this could be
achieved much moreeffectively by moredomesticspending. Exports
bought with money provided by the exporting country are in fact
given away.

Thelast argument for supporting defaulting debtorsis political. It
is that without debt relief and new money, extensive hardship in the
debtor countries would bring to the fore nationalist, populist or
communist governments hostile to the West, especially to the US. By
the late 1980s, this had become the most loudly, widely and persist-
ently-canvassed argument for debt relief and for new money for the
debtors, especially in the US, particularly with reference to Latin
America

Itisoften urged that the misery caused by debt serviceis behind
political instability and the fragility of the nascent Latin American
democracies. Senator Bill Bradley's remark that it's'debt v. democracy’
epitomises this opinion.”® Latin American and other Third World
politicians understandably promote this opinion by vocal sabre-
rattling. They makeout that their peopl esare both martyrsof Western
financial manipulation and a menace to the international position of
the United States. The politicians act simultaneously asvictimsand as
bullies. InJuly 1989, African and Asian leaders warned the Group of
Seven of thedanger of revolution if Third World economic sufferings
were not alleviated.’

Asis evident from what has gone before, support of defaulting
debtorsis not necessary either to raise living standards or to obviate
austerity; in fact it often achieves their opposite by propping up
governments pursuing extremely damaging policies. Moreover, the
rise of anti-Western governments does not depend on local living
standards as is clear from Latin American experience ranging from
Mexico to Argentina, as well as from experience elsewhere in the
Third World. The argument that debt relief and new funds to the
debtors are necessary tosustain Western political and strategic inter-
estsencourages bothfinancial irresponsibility and political blackmail.
By providing a sufficiently frightening scenario of political uncer-

15. The Financial Times, 24 January 1989.
16.  The Financial Times, 14July 1989.
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tainty andunrest, governmentsof LDCs can demand both thecompl ete
cancellation of their debts and further aid as well.

Vividillustrationsare provided by the demandsfor debt rdlief and
for further aid following the presidential electionsin Mexico in 1988
and the disordersin Venezuelain 1989, both relatively prosperous
middle-income countries where poverty cannot be reasonably at-
tributed to their modest debt service obligations.

TheDebt Default Industry

Familiar elements o the contemporary climate of opinion are helpful
to the arguments for preferential treatment of the defaulters. de-
emphasison responsi bility for one's conduct; widely-articulatedfeel -
ings of Western guilt; greater sympathy for debtors rather than credi-
tors; and theinfluencedf someMarxig-Leninistideas on exploitation.
But the arguments might not have been accepted so readily if the
policies they support did not benefit powerful interest groups who
are the most active participantsin dealing with Third World debt.

They include the World Bank and the IMF, which seek to expand
their roles when the grounds for their existence are increasingly
questionable; Third World governments that understandably press
for more resources; the banks that wish to avoid or postpone overt
losses on their portfolios and wish also to continue or extend their
activitieswith least risk; the aid departmentsof Western governments
and the aid | obbieswho support any transfers. Thisisso becausehelp
to governments of middle-income countries and to Western banks
can be adduced readily in support of further aid to governments of
poorer countries, especially in Africa and South Asa These interest
groups, although mostly of recent origin, are extremely powerful
taken singly, and in combinationare well-nighirresistible.

V. CONCLUSONS

Favourable treatment of defaulting governments politiciseslife and
also enables defaulters to continue with damaging and destructive
policies. It also rewards the profligate, incompetent and dishonest
and thereby encourages attitudesand conduct harmful to emergence
from poverty, notably beggary and blackmail compared tosdlf-reliance.

Lenient treatment of defaulters also discourages the inflow of
productive investible funds into their countries and possibly other
LDCs as well. It makesit easier for debtors to restrict the inflow of
privete capital. Effective reward of default also increases the moral
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hazard of lending to the Third World, which again inhibitstheinflow
of commercia fundsinto LDCs The aggregate inflow of investible
funds, that is, officidly supplied funds and commercia funds, may
well diminish asaresult of such apolicy. Thisappliesparticularly to
commercialy supplied funds, whether to governmentsin the form of
portfolioinvestmentor toenterprisesasdirect or portfolioinvestment.
Such commercial fundsarelesslikely to be wasted or used to support
damaging policiesthan are officid funds. They are therefore more
likely to be productiveand toimprovethelot of the people, especially
o the poorest.

The participation of Western governments and international or-
gani sationsin debt negoti ati onss multaneoudy encouragesfavourable
treatment of defaulters and further politicisation of life in the Third
World, which is notorious for damaging economic conditions and
prosperity in LDCs The message and conclusions o the debt nego-
tiationsin the 1980s are likely to continue or even expand in scope.
This will encourage those who disregard their obligations; increase
the moral hazard of lendingto Third World governments; enhance the
role o the World Bank and the IMF; and lead to further waste o
resourcesand to further politicisationof life in LDCs



Commentary

Wolfgang K asper

INCE | found nothing with which to disagree in Lord Bauer's

analysis, permit meto usethe allocated timeto elaborate onafew

aspects and to add some quantitative dimensions.

We owe Professor Bauer thanks for casting a clarifying intellec-
tual light ontowhat | would call the'500 billion dollar misunderstand-
ing'. Giveor take afew billion, that is currently the external debt of
defaulting developing countries. In other words: we really begin to
talk about genuinesumsof money!" Itisamisunderstanding because
many citizens and many of the leaders of the defaulting countries
consider repayment unlikely, even undesirable, whereas the lenders
have been expecting all along to be repaid the credit they extended!

Third-world debt isan issue where politics, emotion and guilt are
threatening to crowd out cool, rational economic analysis. L& me
quote from awidely distributed recent statement on the 'debt crisis’

Fallen bodies, pillaged shops, massive police retaliation: the
scenes of violence in Venezuela ... The hundreds who died
were overwhelmingly poor Venezuelans protesting the sud-
den and unendurableincreasesin their cost of living. They fell
victim to the continuing crisis which has already claimed over
three thousand livesin riotsin 23 countries.... The same crisis,
according to UNICEF, is responsible for the deaths of 500,000
children every year. (George, 1989)

Wolfgang Kasper is Professor of Economicsin the Department of Economics
and Management, University College (Australian Defence Force Academy),
University of New South Wales.

1. Forareliable,comprehensive overview of global debt figures, seeInterna-
tional Bank for Reconstructionand Development, passim,and I nstitute of
International Finance, 1989.



Whilst some policy mistakes by the developing countries are
acknowledged, the paper goeson to advocate debt forgivenessin the
name of democracy in the LDCs. Thisisnot the place to elaborate on
my serious doubts as to whether the repudiation of debts, which the
rich and corrupt elites of LDCs have raised, is at all likely to weaken
their grip on power and to bring about genuine democracy, including
for the poor.

Let me, instead, confine mysdlf to afew economic fundamental
principles and afew basic facts. Afirst fundamental principle of any
economic system is that credits must be repaid, if credit — a
fundamental ingredient ineconomic progress— istoremainavailable.
Asecond basiceconomicfactisthat it does not matter how much debt
afirmor acountry hasincurred, but whether the efficiencywithwhich
the borrowed capital is used exceeds thereal interest-rate cost. Since
world interest rates are largely given, it seems not very profitable for
Third World debtors to concentrate on obtai ning interest concessions.
Instead, they should aim to raise the efficiency of capital.

Every entrepreneur knowswhat economists and politiciansoften
overlook: the efficiency of capital is not absolutely given, but can be
greatly improved by better management, a clever use of skills, the
agile pursuit of new market opportunities, technical innovation, ef-
fectivework practices and the like. This also applies to developing
nations: they can lift the return on capital by making their economies
work better and more innovatively. But governments are also quite
capable of depressing the return on capital by bureaucratic inter-
ventions in markets and enterprise, by distorted international trade,
by large, loss-making publicsectors, by awell-connected, repressive,
corrupt priviligentsia that pretends to be motivated by that familiar
mix of foreign-capital xenophobia and economic-industrial cringe
whichisknownin Latin Americaasthe'Gringosyndrome' (and which
Australians, incidentally, can readily observe at home).

What | have just describedseems to metosummarise thecommon
traits of the ‘economic culture' in the original 15 defaulting debtor
countries that come under the Baker plan. More than the other LDCs
(outside sub-Saharan Africa), the 'Baker group' hassuffered from big,
intrusive government and inward-looking, discriminatory policies
that depress capital productivity. Not repayingwhat one hasborrowed
is only another aspect of pervasive economic irrationality.

The developed industrial countries can of course also make a
contribution to raising the efficiency of capital invested in the devel-
oping nations:



Our lendinginstitutions have ashared obligationto scruti-
nise investment projects and should smply refuse to fund
projectswith alow rate of return. The'categorical impera-
tive' of banking (that you should not invest your deposi-
tors fundswhereyou are not prepared to invest your own
money) has not aways been dtrictly enforced by market
competition.Instead, many o the big Western bankshave
been able to pass the cost o bad debts on to dl their
customersin theformaf higher interest rates; and very few
of the bankers who initiated bad LDC loans havelost their
jobs.

Moreimportant, our trade policiesshould beliberalised to
admitmorefreely the productsdf the new industrieswhich
our capital helped create. May investmentsin the LDCs
would be viable if we dropped our, often petty, trade
barriers. Put bluntly: we will in future have to decide
whether we want secure overseas investmentsand viable
banks, or a protected shoe, steel and car industry! We
cannot have both. Itisillogical to deplore thefact that the
earnings from foreign investments (now about $US30 bil-
lion per annum) lead to atransfer problem and to the need
for adjustment by some industries in the affluentlender
countries.?

But the main burden on raising capital productivity is with the

borrower countries. Although individual country cases might prove
the point better, let me show you the effects of anti-entrepreneurial
policiesby comparing twogroups: (i) the'Baker's dozen' (the default-
ers) and (ii) the many LDCs and NICs that have serviced their loans
during the 1980s (see Table overleaf).?

2.

C. F. Bergsten (1988) istypical of the school of thought that is not quite
consistent in deploring the 'reverse transfers that create an adjustment
problem for certain US industries and aggravate the US external deficit.
When interest ispaid onforeign loans, that income hasto betransferred by
net imports. If the transfer is perceived to be too demanding of structural
adjustment, then interest-earnings can be re-lent overseas.

Thegrouping together disguises important differenceswithin each country
group. Thus, Brazil borrowed heavily to develop infrastructural mega-
projects, but aso built up much productive industrial capacity. Officia
borrowing by Brazil was not 'recycled' by large-scale private capital out-
flows. By contrast, Argentina or Venezuela built up little productive

20



°  Whilst dl LDCs increased their indebtedness, the defaulters
have managed to obtain lesser credit increases during the
1980s. Thisisunderstandable, since the average price of their
sovereign debt has, on average, now falen in the secondary
market to 35 centsin the dollar, and keepsfalling.

*  Whilst most of the Baker countries persisted with their poli-
ciesaf productivity destruction and blamed their predicament
on external factors (foreign banks, the IMF, a drop in their
terms of trade), many of the other LDCs adjusted. They

capacity at home, but large private bank balancesabroad. Between 1980
and 1988, Brazil managed a growth rate of per capitaincomesof 1 per cent
p-a. and of exports($USvalues) of 4 per cent p.a., whereas Argentina's per
capitaincomesshrank by 2 per cent p.a. and exports by 4 per cent. The
corresponding ratesfor Venezuelawere: - 2. 3per cent (per capitaincomes)
and - 10 per cent ($US export values).
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developed new export products and export marketsin re-
sponseto priceson theworld market. Amongstthem, heavily
indebted countrieslike South Korea, Maaysia, Thailand and
India managed to repay.*

¢ TheBaker group did not earn morefrom exportsin 1988than
in 1980 (blaming thison worse terms o trade), whereas the
othersset out toimprovetheir termsof trade by activeproduc-
tivity- and export-oriented supply-side policies. Asagroup,
they managed to raise their export values by no less than 75
per cent.

¢ Thesupply-sidepoliciesdf the non-defaultersaso induced
private capital to return, whereas the Baker countries lost
about $US300 billion between 1980 and 1987 through private
capital flight.®

¢ Bothgroupsd devel oping countriesfelt compelledto reduce
their current-account deficits. The Baker group did so by
austerity and cutting imports (-27 per cent), whereas the
export-oriented control group was able to increase imports
(+50 per cent), and till reduce their external deficits.

s Thenon-defaulters,who could raisetheirimportsand contin-
ued to attract foreign capital, managed to keep up their
investment shares a a respectable 30 per cent on average,
whereas the defaultershad to cut investment drastically.

¢ Asaconsequence, real per capitaincomesdropped by 13 per
cent on average in the defaulting Baker group, whereas the
good creditors and adaptable, export-oriented developing
countries increased per capita incomes by an impressive 40
per cent over the eight years under review. It is worth
comparingthe 13 per cent dropin real per capitaincomesin

The assumption in 1982 that the heavily-indebted LDCs were illiquid but
not insolvent 'appears to have been a fiction'. The Baker countries,
supported by further foreign loans, have sent themselvesflat broke (A.J.
Schwartz, 1989).

'A Survey of the Third World', The ECONOMI, 23 September 1989, pp.52-
3.



the Baker group with Lord Bauer's estimate of the 3 per cent
of GDP debt burden in those countries!

My reading of the Third World debt problem (which will soon
have urgent relevance for Australia) suggests:

® Firgt, the debt crisisisin reality just one aspect of a 'crisis of
poor economic management' and of an economic and social
order in many LDCsthat hampers productivity growth. Inany
event, foreign capital is only marginal to financing overall
capital formation (in asample of 14 LDCs, domestic saving
amounted to 11 times as much asforeign loans).$

e Second, thefault for the debt crisis (and the dying babies) lies
not — assuggested in the quotation cited above — primarily
with the loan-givers, but with meddlesome governments and
rent-seeking elitesthat repress productivity-raisingenterprise
and individual initiative.

¢ Third,itdoesmost decidedly not pay for anation to default on
international loans. Contrary to what Lord Bauer appears to
have implied in hisspeech — namely, that defaulters tend to
get away with it — at least the average citizen suffers from
losses in living standards. The populace of Argentina and
Peru who applauded their populist presidents when they
campaigned for debt repudiation now sadly have to face
poorer life opportunitiesfor it.

Finally, let me makeavery basic point. Discussingthe debt crisis
and debt rescheduling schemesis, at the moment, a very fashionable
growthindustry. And populist, rent-seeking elitesin LDCscan derive
political gain from blaming foreign debt burdens for poor economic
performance.

But thisisadistractingdiversionfrom the essential tasksaof (d) not
lendingsupport to corruptinterest groups, and (b) raising the produc-
tivity of production factors. These tasks are difficult; but without
tackling them the shocking misery in the Third World will not be
overcome. If history is any guide, the Baker and Brady Plans are
weirdly reminiscent of the innumerable, failed debt-rescheduling
planswhich commemorate the namesof al USTreasury Secretariesof

6. idem,p.55.
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the 1920s, but which ended in the demise of the Weimar democracy
and, eventually, in Hitler's debt repudiation (Schuker, 1988).

Developing nations will thrive, irrespective of indebtedness and
regardless of debt plansa laBaker or Brady, aslong asthey pursuethe
right policies. And if they interfere with the law, with enterprise,
markets, trade and innovation, no amount of debt rescheduling,
however cleverly designed and genuinely supported, will make much
difference.
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Epweadebt of gratitudeto Lord Bauer for hiscommentary on

ThirdWorlddebt criss. 'Can't pay or won't pay' neatly sums

thedilemmadt Third World debt. As hesays, 'sovereigndebt

can awaysbe paid, and never needsto be paid’. One might infer from
thisthat the debt is unlikely ever to be repaid.

Pedro-Pablo Kuczynski, formerly Miniger for Energy and Minesin
Peru, and later a prominent figurein New York investment banking,
estimated in 1987 that much of the money borrowed from the US and
other commercia banks in the early 1970s fled because 'overvalued
exchangerates themselvesmade possible by the borrowing madesuch
flights (of capital) attractive’ (1987:143). Kuczynski estimated that
between $US80 and $US100 billion fled Lain America after 1974.
Obvioudy, fundsd thissize could help to restoresome d the external
imbalance in the banana republics. But the capita will not begin to
return until, as Kuczynski noted, there is a period of 'consistent and
realistic policies accompanied by visbly strong economic growth.

What irony! TheLain Americanswon't reinvest thefunds they took
out until realisticeconomic policiesare pursued. Their relentlessgame
of Russan roulettein reverse withinternational agenciesand the banks
isadwaysin the name df default or threat of default as being necessary
to keep the already low living standardsintact.

The phrase 'Can't Pay or Won't Pay' sums up brilliantly the losing
battle of the IMF to try and keep the LDC debt boat afloat. Mog of the
international debt initiatives have been directed to Lain America, the
area o greatestsignificanceto the US and the traditional destination of
asizableproportion of USexports. Given the pivota role o the USin
the IMF, even dfter its changed status from world's largest creditor
countrytoworld'slargestdebtor,itisunderstandabl ethat theIMF should
al sosharethisexcessivepreoccupationwith Latin Americaand apparent

Ray Block is Chief Economist and Director with Dominguez Barry Samuel
Montagu Limited.
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preferencefor handouts to LDCs.

Thesadnessofit dl isthat the LDC debt crisshasachievedsolittle.
It certainly hasn't helped economic growth in LDC countries. All the
initiativesso far employedto rein in the debt havefailed, including the
Programfor SustainedGrowth, whichwasinitiatedby JamesBaker, then
USTreasury Secretary,in October 1985. Wehavea soseen thestop-gap
measures in the menu approach of debt buybacks, debt-for-equity
swaps, debt for commodity barter deals. The Baker initiative had called
for $US29 hillion in new lendingto LDC countries over threeyears, with
$US0 hillion coming from commercid banks. But as the IMF now
acknowledges, commercid bank have come to their senses, and their
dams on countries with debt servicing problems declined by some
$Us23 billion in 1985-88. Mo of the reduction has been in the 15
heavily-indebted countries targeted in the Baker initiative.

USTreasury Secretary NicholasBrady’s planof March 1989 hasbeen
widely advertised as a program o debt reduction. Unlike the Baker
program, this plan placesan emphasison partia debt forgiveness. The
ideaisto put asafety net under theIMF’s 39 most indebted countries,
with the am of bringing down the debt by nearly $US70 hillion over
three years. To bedigiblefor relief, debtor countriesare supposed to
liberaliseandprivatisetheireconornies. Butyou don't haveto becynicd
to wonder how long and effective tests o thissort would lagt.

The international banks were certainly foolhardy in their 1970s
recycling o the oil sheiks short-term creditsinto long-term LDC |oans.
Thebank reckoningwasonly possible after Brazil'sdefault in February
1987, with Citibank, the largest USbank and largest bank lender to the
LDC market, forcingthebeginning of thecommercid banks withdrawal
of their sovereigndebt exposure. In May 1987, Citicorp announced the
cregtion of an additional loan loss provisond $US3 billion, equivalent
to about one quarter o itsloansto problem debtors.

Citibank'saction set the pacefor dl other world banks, which have
now broadly providedfor about 50 per cent o their LDC debt exposure.
Even so, the ninelargest US money centre bankstill had an exposure
to the twelve largest devel oping country borrowers equivalentto 88.8
per cent of their tota capital at December 1988. J. P. Morgan, which has
oned thesmallest LDC debtexposures, hasnow takenover therunning
from Citibank withitsrecent actiontoincreaseloanlossprovison to 100
per cent o its LDC exposure. Other international banks have not
responded, because o the considerable cost to short-term operating
profits.  But the writing is on the wall. The combination of the
convergence to the Bank for International Settlements (BIS) capita
adequacy standardsand Morgan's recent move to 100 per cent has put



the world bankson notice that capital adequacy istoo scarce to throw
new money credits on the LDC market. The Brady initiative, along with
the new mood of partial debt forgiveness, is a temptation to the US
banks. Thisis particularly soif it is spiced with a number of additional
attractions that have been tentatively suggested, such as tax benefits,
more liberal deductions for losses on the Latin American loans, and a
relaxation of bank loan loss provisions. But it is difficult to see any of
these attractions being implemented by US legidlation.

Inthe new world of Brady, Costa Rica announced in October 1989
itsagreement withcommercial banks offeringto buy back 60 per cent of
its $US1.79 hillion commercial bank debt. The debt will be purchased
at around itssecondary market value of 18-19 centsin the dollar, with
money from the IMF, the World Bank and governmentsat concessional
rates. Thereis no new money from commercial banks. The $US660
million remaining debt component, which includes $US100 million of
overdueinterest, will be refinanced over 15 and 20 year terms.

Just how much of theL DCdebt can be massaged in thisway remains
to be seen, but, like theinitiativesof thelast fiveyears, the Costa Rican
debt reduction deal, which has been repeated a number of timessofar
in 1989, is a disappointing response to the LDC debt crisis. The Brady
package has assembled $US16.5 billion of new funds including $US4.5
billion from theJapanese; and afurther $US12 billion of IMFand World
Bank funds can be set aside for debt reduction. Butwhat happenswhen
thefunds run out, as they certainly will? How much more money isto
be recycled into the permanent vortex of LDC debt?

The ultimate disappointmentisthe IMFitself, which has meant well
but achieved littlein itsbattle to copewith the LDC debt crisis. The IMF
has astandard package of structural adjustment programs as necessary
preconditionsfor loan assistance. These programs combine currency
depreciationwith wage restraint and major cutsin government expendi-
ture. The IMF approach has made no headway in setting the ground
rulesfor lastingeconomic and political reforminany region of theworld.
Indeed, many partsof Latin Americaappear to be heading for economic
disaster.

But what aconveni ent scapegoat theIMFhasturned out to be, aswe
saw in March 1989 in Venezuela, where 300 people died in riots
opposing the IMFs restraint measures. Venezuelan President Carlos
AndresPerez protested in themost bitter termsabout theIMF’s program.
It was 'unthinkable', he said, that to 'restore the health of economies
devastated by their own errors and by unjust terms of world trade,
conditions be attached to loans which barely suffice to establish a
precarious, inadequate, and superficial recovery of international re-
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serves, without recognising that the growing demands of the external
debt and the mounting collected i nterest more than wipesout whatever
loans may be arranged under thesigning of aletter of intent'. Can't pay,
or won't pay?

The IMF's current economic model for the industrial countries
assumes continuing growth over the next few years, with no faltering
allowedfor excessivefinancia marketvolatility and instability. Butwhat
if the US, or other mgjors, wereto gointo recessionover thenext two or
threeyears?Theworldbankswill increasingly turntheir back onthe LDC
debts, even a the cost of writing off the whole d their problem loan
exposure.

While the 1990s are likely to see rising inflation and commodity
prices, thisis cold comfort for the LDCs, whoseeconomic and political
gabilityislargelyamatter of luck. Debt problemsareaproductof alack
of national discipline,inadequate export growth, high import demand,
and aboveadll elseafast erosionindomesti csavings.LuisTellez, Director
Generd of Financia Planningin the Mexican FinanceMinistry,saysthat
debtors and creditors created the debt problem together, and that
‘therefore, it isup to both debtorsand creditorsto find theway out'. Of
courseit iseasy tofind theway out in terms of debt reduction based on
secondary market values of LDC debt, which can be aslow as 16-16.75
centsin the dollar for Argentinedebt, 4-6 centsin the dollar for that of
Sudan, 3-8 centsfor Liberia and 6-8 centsfor the lvory Coast. Debtors
and creditorsmay have been jointly responsiblefor the LDC mess, but
are thedebtor countriesgoing to devel opthediscipline necessary torun
their economiesefficiently? The chances that they will do so are dim,
and for this reason thereis no solutionin sight.
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would like in my comments to bring the discussion a little nearer

home. Austraiaisnow thethird highest debtor country in theworld.

WehaveaFirgWorld moraity inthesematters,we've never defaulted
on our debts, even in theworst days of the 1930sand the 1890s. There
isafashionableview that we don't haveaforeigndebt problem because
most of the debt is in the corporate sector. This view raises some
interesting questions, two of which | wanttofocuson today. Firgt,even
if it were true that the debt 'did not matter', there is a macroeconomic
problem: theinternational capital market could decide to chargeus2or
3 per cent more on interest rates because we are a bad risk, and that
would be painful.

Second,and more fundamentally, thereisasovereignty problem. In
theend, the only way to pay debtsistogive up assets. Thisiswherethe
anal ogy with acompany should befurther developed. A company that
getsintotroubleis, under our lega system, sold up, andlifegoeson. It's
because we don't have an equivalent lega requirement in the interna-
tional market place that this doesn't happen to Third World debtor
countries. Y et many such countriesare like badly-run companies:. they
have autocratic leaders, they spend too much time politicking, they
overborrow and get into trouble. But we bale them out.

However, there are some historical precedents of countriesbeing
sold off, such as the L ouisiana purchase and wartime reparationsin the
formdf territory transfers. In recentyearsli've heard somevery innova-
tive solutions proposed, such as that the US should forgive Mexico a
large portion of its debt in exchange for a Mexican guarantee to sell oil
to the USindefinitely at no morethan 18 dollarsabarrel. (It would have
been niceto have thefeefor arrangingsuch adeal.) If the rule o law
applied internationally, innovative solutions of this kind would be
devised.

Peter Jonsonis Generd Manage — Group Finance, at Norwich Union Life
Audrdia Ltd
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Another possibleexample relatestothe Brazilianrainforests. If the
Brazilians were to try to meet their obligations, they could decide to
devastate their rain forests and engage in intensive agriculture, thus
possibly doing damage to the world's ecology. If there were a serious
risk that this might happen, why not forgivethe Braziliansalarge part of
their debt inexchange for their leaving therainforestsintact, andlet the
American Parksand WildlifeServicerunthem? The Brazilianswoul d of
course have to give up some sovereignty, but that's a result of the
position they've got themselvesinto.

Finally, whole countries could be sold. That soundsshocking, but
how could thecitizens of acorrupt Third World country be madeworse
off by being sold to a reasonably well-run First World country? In my
view they would have to be much better off.

Something likethisisalready happening to Australia. Even though
much of theforeign debtis private, if thecorrespondinginvestmentsare
not sound, then one way or another we are going to have to give up
assets, which involves giving up sovereignty. Thealternative toselling
off the farm bit by bit is to undertake structural adjustment, however
painful. | hopewedo the latter.



wish to comment first on several specific pointsthat Professor Bauer
makesin his paper, and then on some of his basic assumptions.
On gpecific points: firg, | believe the potentia for political
disturbances occasioned by debt burden and pressure to repay debt
must be given more weight than Professor Bauer assignsit. Certainly
governments, and we political scientidts, takeit serioudly.

Second, to suggest that private assets might be mobilised to meet
sovereign debt isto imply government interventionand expropriation.
Noat only isthiscontrary to amarket philosophy but alsoitiscounterpro-
ductiveinasmuchasitwouldstimulateflight of capital. Tosuggest LDCs
should sell assets such as Pemex risks sale a an unadvantageous time
and the realisationdf less than optimum value unless carried out over a
period of time. Meanwhile, away o carryingthe debt burden must be
found, such as shorter-term borrowing. Asset sales are not an easy
answer, as New Zealand has found out. Asfor the running down o
reservesto pay debt, thiswould reduce the cushion against exchange
rate and price fluctuations and reduce the country's attractiveness to
overseasinvestors.

Third, to say that debt serviceratiois'only' 5 per cent of GNP in
many LDCs isalsotosay that itisaround 10 per centof thebudget,which
is asubstantial share, larger than most countries defence budgets, for
example.

Fourth, pressurefrom creditorson debtorsto pay up mightstimulate
theformation of acreditors cartdl in reaction. But thiswould undercut
the mora ground from creditors objections to debtors cartels. Cartels
of either sort would be detrimental to free capital markets. A creditors
cartel and other forms of pressure might encourage a desperate LDC
government to seek radica alternativesourcesd finance and aid, e.g.
Iran, Libya, the Soviet Union. In New Zealand we did not takekindly to
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acartel of Japanese banks, which wasmooted momentarily, to pressure
our government to take responsibility for the Development Finance
Corporation's debts (following DFC’s privatisation and subsequent
receivership) to pay the Japanese banks. This would have been an
unfriendly act which would destroy trust and disrupt commercein the
long run.

I would now like to comment on Professor Bauer's more general
assumptions. Firgt, it is not clear to me that debt always produces, or
even encourages, bad economic development policies. South Koreais
oneof theworld's mostindebted countries, yetisan example of healthy
growth. New Zealand has maintained a stable democracy and a high
standard of living thanks, in part, to borrowing. Conversely, countries
with disastrous economic policies have suffered from poor political
leadership of which over-borrowing and debt burden was asymptom,
not acause: for example, Indonesiaunder Sukarno, and the Philippines
under Marcos.

Second, strict demands for repayment of debt are risky. For
example, pressureon Weimar Germany contributedtotherise of Hitler;
USpressureon LatinAmerican debtorsdeepened the Great Depression;
and pressure on North Korea, Vietnam, and Burmahasdriven al three
countriesinto defaults, and Vietham into the arms of the Soviet Union,
without doing much to change their authoritarian domestic or isolation-
ist foreign policies. One cannotimagine Communist Chinaresponding
constructively to external pressure from capitalist governments. To
pressure the Philippines at this time risks destroying any chance of
democracy and stability in the longer term.

Third, many countries that have received foreign aid have pros-
pered, suchasTaiwan. Thosethat refused or were denied Westernaid,
notably China, Vietnam, and Burma, have lagged.

Fourth, some countries are structurally incapable of development
and must remain permanently dependent, such as the Pacific Island
countries, and aid and concessional loans are the only feasible way for
them to survive. In the South Pecific, this pragmatic adjustment con-
foundstheories of economic development butitisaccepted by the New
Zealand and other Pacific Rim governmentsin the interest of political
harmony. | don't believe lslandgovernmentsare cynically manipul ating
creditors, and none has defaulted on magjor loans; but several, notably
Western Samoa, have been obliged to seek rescheduling.

Fifth, to assert that thereislittlerea distinction between defaultand
rescheduling of debtsseemsto overstatethesimilaritiesand blurauseful
distinction. To reschedule is not cynical. It signals responsibility; it
protects theintegrity of the larger financial system; it buys time; and it



makes possible other remedial measures.

In spite of these doubts, | respect economists' logicingeneral and
much of the argument put forward today by Professor Bauer in particu-
lar. Certainly Professor Bauer hasstimulated me tolook more critically
at how some unscrupulous Third World |eaders can manipulate First
World generosity, and the peculiarities of theglobal banking system, to
their own selfish ends. | share Professor Bauer's main thesis that
borrowers should be responsible and should pay their debts. We may
disagree onchoice of policiesby which thismay be accomplished while
agreeing on the endsto be sought.

I wouldliketotakethe opportunity tosay that asapolitical scientist
| have difficulty with the assumption implicit in many economists
theories that government intervention causesinefficiency. In my view,
government activity in an economy, like money or weapons, isinher-
ently neither good nor bad but must be judged on its merits. Interna-
tional commerceisscarcely possiblewithout the stabilising and institu-
tionalising contributions of governments in the nation-state system of
the 20th century. Some governments are scrupulous and skilful in
managing economic affairs, and some are not. Professor Bauer has
concentrated onthelatter, whilel haveconcentrated on theformer, and
that may be the root of any differenceswe may have.

In conclusion, | am sure that we agree that the market is a useful
standard by which to assess government performance, butitisonly one
measure, and we must apply others aswell to reach a balanced judg-
ment.
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In this Occasional Paper, Lord Bauer questions the widely-held
belief that debt service is a major cause of poverty in Third
World countries. He points out that:

e almost all debtor countries restrict direct foreign invest-
ment, so reducing their export capacity and increasing
their dependence on foreign aid;

* borrowed funds have often been wasted on prestige projects,
unviable industries and politically-motivated subsidies;

* many debtor countries have substantial foreign exchange
reserves and state-owned monopolies, assets that could
readily be used for servicing debts.

According to Lord Bauer, debt default is ‘a rational response
to the reluctance of the creditors to press their claims and to ...
refuse further funds’. He urges Western governments and in-
ternational financial organisations to abandon debt negotia-
tions so as to encourage Third World governments to introduce
rational economic policies from which their entire populations
would benefit.
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