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Third Waorld debt has rlsen totthe tap 0f the agwndd o f

4 e it it :
international monetary ec nnuqlgs 1n reuent years.. " This is
] : .
partly because d&lenplhg COFntrles ha becgme much  more
dependent on external fundlng qu thelr ecnnumlg deVelupmunt

i D e '......._‘,,

during the past decade than they Were perluusly and partly

because a grmwlﬂg number uf““ Uﬂtrles “have experleﬂued
] v
di fficulties in exercising thelr external dubts since 1981.

- The situations of many develmp;ng COUHtYl&S’lH.the throeﬁ wf
debt crisis can be viewed either as the bitter fruit of years
of  compound errors by borrowerns and/or lenders ar as largely

the  wunfortunate by prmdutt'cfjggggtél cuineidifig ‘events in

{ .
e e

the world sconomny. .
1

The build up of developing countrles debt durlnd the 13708 is
after tied to the recycllng of petrodollars by large
international banks. W1th1n 1P year of the flrst oil leFe

mbyor ke o f 1973%74} the share.of fuels #n the;value of wurld

trade increassed from 12 percentitO”ZO'percgnt and the cuwrrent

account surplus uf OFEC 1nrreased manlf 1d.w~~ThéSé economi es

i e +-~~,. + e o e e e -

lacked sufficient capacity ta absorb. the- Fiey;ry?ﬁlth and
therefore had to transferwit~€owth?"Interhatfaﬁal “banking
sy aten. There was not then;:Z;s;tﬁe;e is.?péayz;nfhe giaﬁt
sponge for  mapping  up  such {liéuidity pf;vided by the
budgetary and trade deficit§‘?f the U 5. Pafhér, fhe iﬂitial
impact of the OFEC price risé HQ;;Adeflatlunary un the OFECD
countries. The OECD growth fell.framme 1 percent in 1373 to

1
4

.7 percent per annum durz@g 1974~76, whlle thé growth of



world trade fell back from 12.5 pefcéﬁt‘tﬁﬁé;é ééfEEﬂt T Y
the same period. —_‘The. intévnatimhal”lbéﬁﬁiﬁé ;cémmunity,
howevey, properly managed~the%fr‘é"‘iélpuiiiéﬂay?ﬁfecycling
the surpluses of the OFEC to Ehe ull »imparting develaping

countries.,

In the aftermath perxa f the flrst oil o crisis, the

'-*-v—iwvww'—e——\« R

mon-oil  developing LuUﬂtfluS,' 1n general, 'were struck with

massive. balance of payments dei 1ts,:~r151nq lnflatlun and

increasing urnemploymenitl These co untrles ':ﬂSldered tight

ol x
‘
|

e Rcand o measur es rather infeasﬁble in the belief that their

. . P
econonic structures weve inflexible in the?shurt~run. On the

Lv e e

ot herhand, ‘ they thought that‘mjlnanaahgw5deficits Was &

i
!

relatively easy course beqausaithe»world etmnohy’wés " flushed

with petrodollars  and international commercial banks were

ger to lend these funds. Therefore, an unparalleled wave of
international  lending surpassed almost all previous recorvds.

It was thus, in the words of R.L. Chawla, an unusual case of

"o omany  internaticonal  banks ‘chasing  tas  few o lending
cpportunities. " In the 1973-75 périod develaping countries

gernerally applauded  for sustaihipd quwth in the. face"af

i - e i e

Sworlod vecession by running external deficits flnanred 1n.the
wordd capital mavket.  In the samegperiad'there gg;;ex;éssive
dollar creation by the U.8. to finénﬁe ifs.awn d;%icjtsu' The
resullt was to export U.S. 1iquidify and U.8. _inf}atibn_all

aver the world and further ‘dollarize’ the world. ecancmy.

Aotually o the dollarization process started quite

[

m



garlier, the consequence of which was the so-called ‘dollar

crisist of 1971 due ta suspension  of convertibility of
. . . .

ard the wove from fiked to floating exchange rate
synten, the dollavization process still continues and it is
in this procesd, over and aboye the massive OFEC surpluses in
thie post 1973 oil price hike period, that created a condition

mf ooverliguidity throughout the 1970s.

By 1976 wil prices had 'stablised and the loans +to

sveloping countries should have been cut ), but they weren’t;
Duving the mid 1970s many_deVeloping countries lived beyond
thelir means and did net recaéniée the reality of debt
ropaymett . Due . to an'unantncipatéd high rate of inflation,
the veal rate of interest on these loans was negative during
mid 1970sg, and the loans séemea to bevan excellent deal

for the developing countries.

The developing countries c@ntinued to borrow even after
the second'willprice shoock of 19%9—80 aﬁd so did the banks to
supply them with funds. Howevef, banks had learned a lesson
from the wranticipated inflatibﬁ and negative real rates of
ratur e dufing the mid—i?&Os and théy began }ending at &

variable rate to reduce their interest rate risk.

In the post second cil-shock period most OECD countries
wers  move Concerned with iﬂflatiOH.than with the supposed

L.

cenefits from keyrn@s

an type expansionary programmes. In some

cases  bthefe were the results of changes in  governments in

03]



5 ,
S Lo Co
affice, such  as the Reagen administration in the U.S5. and
Margaret Thatcher in the U.K. ! In others they resulted from
. . i
the reversion to a slightly more conservative stance within
e A

. 1
what had been in  any case relatively  conservative

: X P . .
governments— such as thaogse in Japan and West Germany.
, ; ;

The second oil pfice shock;pushed the rate of inflation
in  U.85. vto such high levels tHat the Federal Reserve FBoard
Chairman was almbst forced to énnpun;e a change to a more
restrictive mwnetafy pqliﬁy. Tﬁere»isyalways a tost in terms

af  lost oubtput and higher unemdlayment when monetary policy

is  used to reduce iﬂflationQ~-%A-warldwide,receasiog‘ ensuled
whiile the interest rates in the U.8. socared. The worldwide

recession  caused commodity prices to fall and the devel@ping
colntryies began to have difficulty in réising the foreign
suchange revenue needed to repay their debt. High interest
r&tear and  conseguent swelling debt service payments turned

moms developing countries into net exporters of capital.

interest rates and rising dollar on the-Third World debt.

I the 198Cs the internétidnal financialvsyétem shifted
from a condition of overliquidéty-tq'one o f _qﬁderliquidity.‘
This shift was mainiy due to ?he steady drying up o f OFEC:
investment @f surpluses in,theiinternational banking system.
The ocontinuation of tight macroeconomic palicy aﬁd various
specific measures of energy ﬁoné&rvatiﬂn led to shérply
reduced net oll imports into th% DECD couhtries.- 011 dimporte

into the 0ECD  fell from 1172 million tons in 1980 to 890

3



million tons in 1982, By 1983 the noil exporting countries

bad & current account deficit of $17.5 billion as agéinst &
surplus  of $110. 4 .billidn in ;1980. - Commércial barks
acoustomed  to reﬁeiving 'aurplu% petr&dal}ars aé deposits
faced cash flow problems. v Smme OPEC nations,«kparticularly

Saudi Arabia, had been lending to mnultilateral organisations

(Saudi Arabia was a regular purchaserof IEBRD bonds and a good

source of credit to  the IMF);; with reduction in Ctheir

i
. e e : ,
surpluses, this source of finaﬁc“.for'the IMF and the World

| .
Bank declined. A decline in thgfsupply af petvodollars also
has an  adverse impact on OFEL akd disbursements. Anather

effect of the lower petrmdoliaf r?venueS'iS the slow down in
the internal growth rates of the bPEC countries, particularly
i the construction sector. "T%is, ;in turn, reduced the
emplayment of immigrant labour anﬁ hence,'tﬁe repatriation of
L ome . The restrictive monetary policies of the U.S. also
had a rvipple effect on the nowf-heavily dmllarizéd wor 1d
eamnomy.' Wonr1d Sévings began increasingly to be absorbed by

the U.S. which preferved the easy way of financing its huge

i

ke yres deficilt spending thraough the intermnational capital

markets in order to avoid domestic inflation.

At this stage we must avoid the faliacy that the current

debt  problem reflects the irrvesponsibility of some major
indebted nations. We must remember that only a few years

agn, MoMamara applauded the same nations for thelr courageous

bovrowing  which  contributed too a higher growth rate of  the

o



wor 1d ecanomy. One can say fathékf that the crisis-ridden
internaticnal  banking ' edifice jﬁrésts” today  an the

o TR

e

respansibility— rather than ‘thef'uiVKQSponsibility - af

indebted nations which have p{efe?red to.pay . their bills,
despite falling real wages and 1Qving-s%éﬁdérd5»and rising
domestic discontent; Hence, if we must find a scapegoat, it

must e found as much in the deepiworld recession, reduced

{
petrodollars, rising interest rates and greater  trade
protectionism as in domestic mismanagement.

Imncreased global protectionism is one major contributaor
to bhe curvent debt crisis. By reducing the export earnings

“of  the developing countries it hénders their capacity to

‘ import  and o service theilv debt. ‘wlicy makers from  the
develaping  world generally throw up their hands in  despair
arid frustration everytime one mentions outward Iooking

strategies. They come out with a handful of statistics and a

long litany of terrible experiences they have héd.in gaining

access  to the markets of the developed countries. The most
signl ficant exercises in liberalisation of world trade have

been the successive rounds of multilateral tariff  reducticons
under the auspices of GATT. While this liberalisation has
been governed by the MFN principle  and has, therefore, béen
free of price digcrimination;._{t;haSlXHOHé‘the»less brought
about  a sort of biased intégr%ti@n“,befweéﬁ;_tﬁef‘lmajor
industrvial countries by restricéing tariff cuts to goods
primarily traded among them. Az a result, there is a marked

inconsistency between  the glabal liberalisation of world



trade  and  the parallel existence of extremely restrictiv&
trade policies affecting the developing countries.The typical
profile of tariffs faced by the developing countries these
days is one of a pyramid; j.e. low duties on industrial raw
materiales, gradually escalating tariffs Qn"ﬂoﬂ~tr3ditiwnal
ewports  of  semi-manufactured and manufactured products  of
higher order processing, and very high duties on  labour-

irtensive products whose international comparative advantage

has sl fted  from  the developed~ countries, . While the
principle af - tdifferential aid  special’ treatment  « of
develaping c&untriéﬁ gy internatighal trade is generally
acknowl edged, there have been HD‘ genuiﬁe attempts at

integrating them into the mainstream of world trade in a
manrer consistent with efficiency and  equity. Chapter III
deals ~in detail how the present drift towards global

protectionism affects adversely the major part of the debtor

devel aping countries.

The  second oil shock and the policy response to it by
the OECD countries thus led to a series of interrelated

developments, almost all of  which were adverse to the
' i
interest of indebted countries. ' The borrowing countries

. |
suffered much higher nominalrandvFeal rates of interest on

their debt. Bil importing countr&es had to‘pay far move for
their oil, thus increasing their: current account deficits,
and réquiring, at least temporarily, & more rapid increase in
their debt. The résponse by_the‘OEDD countries of pursuing

’

policies of financial orthodoxy, generated a major recession
X {



and a fall in world trade — events which thwarted the efforts

af developing countries to export more. AS a consequence to

the red sion. the prices of non-oil commodities fell sharply.
Frotectionism increased in the O0ECD countries as a result of
the vise in unemployment caused in turn by recession; In due
course,  the recession also weakeﬂed fhe o1l market and thus

ever cortain oil exporters emerged as major debtors. None of

factors  was primarily caused by policies of  the

cotty e, Thiey were caused by the OECD countries

ving the dooy open for OFED to push up the price  of

il

@ mes o tim&, and thepy reacting to that event by
adopting  policies of strict financial orthodoxy, in stark
contrast  to the permissive policies adopted after the first

ail shock. . o

It is however qut@ unjustified to delegate all blamgﬂ
to the economic policies of the develobed countries for  the
present debt anomalies. " The refusal of the debtor countries
to recognize ary fdw inm their own behaviour is. ot only
factually inﬁorr&ct, ybut could obstruct the search for real
and durable sclutions to the problem. - Some major causes of
debt accumulation were endogencus toithe debtor countries.
In case of Argentina, private capital flight, facilitated by
the absence wof capital account restfictian% was the maJjor
contributor  to its foreign debt. In case of Bvazii, in
contrast, huge deficits, consequent  upon the mm%%ivé
government subsidies fhat maintained%a'low domestic price of

eil  was the major cause. As a result of the massive



government subsidy programme, whiié;fhe real price of oil in
the 1963-80 period increased six fold in thé international
mav kel , the domestic price did na£ even dmubleQ Somg il
exporting countries like Mexico and Venezuela, on the other
hand, borrowed heavily against projected future increases in
il revenues. These lméns were funneled into investment
projects with low and even ﬂegativé retwrns, as well as into
c&hﬁumptimm by the private and public sectors. They even had
movtgaged  the futwe flow of increased oll revenues in order
. : N
to carvy o thely wnproductive  investment and  consumption
birnge. Of course, future oil flows cbulﬂ be mértgaged only

DT . Whaon the  oill prices started slashing down  these

slipped into the debt trap.- Naticnal causes, such

foctas dnstitutionalized corruption or Argentina’s

BN eHHILVE md bt ary expenditure are alsn important

contributors to the debt proliferation.

S extensive analyzie of the macroeconomic mismanagement

of  the malor debtor countries as contributors to the present

ie deliberately omitted, as the main aim of this

chation 1s o to focus on the faulty economic policies  of
thg developed countries as major contributors to the present
debt malaise. It is intended to study how, even thUQh they
were asignificantly vesponsible fmrAthé Qnsef of  the* debt
Crisls, & }&sting salution to the debt problem would be

sustailned growth of their economies in

Fray

particulay  and a global recovery in general. One  can  Boee

.

that furth dellar depreciation is acceptable neither to the



\

U.S.  mor to the major swplus nations as it will mean a fear
of higher inflaticn for the former and a ﬁaﬁital loss for Ghe
latter, as the latter countrvies have so much of their foreign
evcharnge  assets  held in the form of dollar. The only twoe
cptions  bo dimproving the adverse trade account  position  of
the U.8. i.e. a reflation by major suwrplus countries and a
curtailment of huge budget deficitg are not feasible as  any
arie of the options favoured by one is not acceptable to the
acbher.  Hg we know, any cut in the U.8. budgét deficits only
thnqggh veduction of suwrpluses of other deveiaped countries,
without any chaqgc&lﬁewheve will contribute to vecession in
the W2, and elzewhere. Any reduction in U.S., trade and
budget  deficites can only contribute to recovery if it is  in
consequence  to increases in thée deficits of the LDUOs. But

Wl e

and  untlil &  permanent solutiondethe present debt
problems  is  achieved, they are unlikely to accept deo—bhe
daficites.  To enlarge thelr cwrent account deficits,

liguidity (not solvency, as often argued) orisis

of  vhe LDOs wust be However, as argued by Fatnaik
i
19875 it 1w not necessarily true that the capital, till

o stcked into the .5, on account of her budget deficits,
would flow baclk automatically to the Third World, when the
U.85. BRudget deficit is curtailed. Since the main controller
of capital flows tﬁday are the mu;tinational banks, and et
they consider the Third World éwith certain excepticns) as
high-visk areas due  to the SEVQYity of  the present debt
crisis, enhancement of capital lending to these countries ]in

the face of & reduced U.S. budget dﬁficitﬁ, seens unlikely.

10



Hence, what is most necessary for a global recovery i1is &

permaneﬁt zolubion to the debt problem through united effort.

Ore  suggestion  for  dampening the effects of glaobal
instability is often seen in South-gouth cooperation, that
ig, coopsration  among developing countries, A we ko,
théra has  been a gradual refreat from multilateralism  over
thae last decade. There has been an increasing temptation too
tuwrr inwards,  bto find  mnational solutions  even  when  the
problems have international dimensions. With the recognition
that narvow economic nationalism cannot deal successfully
with the problems of economic growth, the debtor developing

comlint v d

must divert their emphasis for a reglonal economic
integration. ChaptérmIV attempts to suggest a partial
goluticn bto their debt problem through regiconal cbmpermtimn.
Eooriormi o iﬁtegratimm, even—though i1s not & panacea  and
iﬁ»Hﬂlik&ly alone to generate rapid economic growth, viewed

o

as a policy alternative to the current approaches to the debt

prablam it holds ocut the prospects of  impovrtant potential

[SUIEVA SIS I S f

SEL o L Méxican crisis broke 1n August 198z, whien oo
FE Y ctiher develaoping countries faced difficulties with their
detit, the IMF could see ahead of it a fole which was likely
tor e move active than at any time in its history. Very
early iy, private banks  attempted to impase their &wn

conditionalities on problem debtors. By far the most notable

wag,  Fera  in 1976, Banlks, however, lacked the

11



information and sxpertise to develop such plans. They, thps,
éame to rely on the IMF to deBign economic progranmes that
‘thﬁy believed would facilitate debt service often making
agreement  between the debtors and the IMF a condition  for
reschedul ing. The Fund entered into agreements with a very
large numbzer of countries with th&‘resqit that the funds
drawn reached record levels as did the funds committed under
future years of the existing programmes. A more detalled
analysis of the role of the IMF and the World Bank in  the
current debt crisis is dealt with in Chapt&r V. Although the
intermationdl Eommumity geﬂerélly applauds the IMF's singular
efforts,  a number of cogent criticisms have been voiced. Gn

arty  individual case, a delfe¥ country’s restrictive policies

Ty wor& Lo adjust balance af payments troubles by reducing
imports, but a simultaneous application of this policy to a
numbmf ~of countries would result  in a reduction  of  world
demarnd arnd world growbh, As we know, the trade balances of

¥

many of the debtor countries have swung sharply into surplus,

but rmot as a result of swocessful export promotion. Father,

countries  have contracted their imports in regponse

partially to the cuthback in commercial lending after 1982 and
partially due  to the zevere austerity measures imposed on

Thiem Iy the IMF, viewing history, one remembers that

in gonerating trade swrpluses in 1939 to

U0 mar oy Ty Py
eV Iy

wor Lo owar I opreparations,  even at  a  time

oy Wano o the verge of collapse. The trade

dlepr e

o rather than recovery in Germany.
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Thuir, iieoouy study

arding the isguéﬁ relating to éhe delbt
problen of developling countries, ok main aim 1Ato concentrate
ot e faulty economic policies of the developed countries,
particularly the U.S5., as major contributors to the
developument  of  the present debt corisis. A higher U.S.
interest vate, 1in & regime @f. floating interest rates,
increased the burden of debt repayment. A overval ued
dollarv, in terms of which a major portion of the present debt
i dernominated increased the real burden further.. In a
gituaticon  of glabal drift towards protectionism and falling
commodity  pricdes, owr aim is tﬂ.fiﬂd a relatively feasible
wolution, §ervicing debt through economic cooperatlion is just
o prmp%gal, with certain inkherent limltations of its  own.
But viewing from the fact that numerols  solutions  have
alveady been proposcd without any substantioal  swuccess, the
proposal  of  a soclution through economlc  cooperation  among
ma jor debbtor developing countries ma;'be accepted as a b&tf&v

palicy alternative.

Frabhat Fatrnail, "The current conjuncture in the world
capitalist orisis,” Social Scientist, 1987, pp.S3




CHAPTER-II

THE_DOLLAR._U.S._INTEREST_ RATES. AND_THE.THIRD.HWORLD.DEBT
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Tha key vole of the qollar in fhe internatjanal I D N
sphers stems from the preeminent position of the U.S. in the
o ) &abmomy and its virtual hegemmﬁy aver the western
industyialised c@untrieﬁ; The dollar’s important rale in the

network | of relationships is clear from its  various

frmotions in the wonrld econcmy. The dollar is a transaction
cuvvencyy  the  bulk of world trade in goods and services 1s
involosd  in " dollars  and  the dollar ie  often used as &

tvehicle? in the foreign exchange markets. It is

also &

curvency, held by the central banks af  the
Qorldu Thirdly, it serves as a key CUrYency; numer ous
countvies have tied the parity of their curvencies to  the
dollar. Fina}ly, it is the premier curvency for bof%owing
andl 1@mdin§'in the international financial markets, even if
thé share of Eurc—currency transactiong in non-dol lar
currenciﬁg has risen to arocund 350 percent réﬁﬁmtly bl acmmunt

At thie weakness of the dollar.

To  what ewtent can one blame the Uuﬁ;“ for the present
Thivd World debt‘crisié? Ie it right tﬁ~m&y that it all
étart@d> with the foreign debt of the U.HG.7 Countries all
over the world began to borrow a lot of mmn@y‘abvﬁad when the
Euradollar mar ket expanded. The Eurowdmllér Warh&ﬁ ewparnded
because  the foreigﬁ debt of the U.S. evpanded. A the
foreign  debt of the U.S. expéﬁded because the U.S. has the
privilege of being able to payvits debts in an intarnétimnal
e NS of. payment which it can prinf itéelf, and  which  ig

acrepted by the international banking Eyétem.

14



Mow did the U.8. develop asforeign d@bt? fh& Trmediat e
post-war  period  was  dominated by the idea that to fight
international  commungdm effectively, the western economies
must e vebuilt at any c@st; The rest of the world’s

shortage of dollars, the so called ‘dollar gap’ at that time

ared impossible to bridge and washington's attenmpt to do
secure markets for Amevican products led to &unery programmes of grants
so oy and loans -~ the most important being the Marshall Flan.

AL
The Moresan  war, however, wag the critical factor in
transformingg  thy U.B5. postwar  balance of  payments  fyrom

surplus to deficit.

ey BEVEN YEars af boom in the economy  triggeved by
the Movean war, the recession sericusly shook the confidence
af many American capitalists. The formation of the:Eurapean
Coopomis Community  (EECY in 1358 - which made the European
curverncies cmnvertible into the d@llar“provided the means for
entering  the move profitable and expanding European mérket
ard  for vepatriating their profits, while the Yeé&zwion~ at
home  praovided an added incentive. The result was that the
pey o 1908-64 saw the greatest expahsion in American forelgn
invemtm@nt. The massive influx of dollars thyetigh .pvivatw
investment led to boom conditions in Eurmbm while the U, 0.
was  still  responding  to a recession  al home with lower
intercst rates. The govérnm&nt iﬂﬂrmducwd & faw measurwes to
control  the  oubtflow of capital in 1963 64, steps {that
primarily - affected the forelgn lentding of U.S.  banka. This:

controals had little cansequence other than to wove  the

15



capital market in dollars from New York to Euwrope, prinavily

Lomnclont

The Vietném war was indisputably a wajor  factor  io
\

enlarging U.8. deficits., The pressure of enlarged government
demarnd on the U.S. iIndustrial capacity, alongwith 1engthen¢d
delivery-times of Ud8. industries, increased priceg, reducing
the competitive edge of American goods. The availability of
ngernmeﬁ" contracts  and the war induced boom in the  home
econory  led  toooa leas of interest in export promotion  and,
finally, to a permanent loss of overseas markets. Placement
af W5, orders with  foreign competitors coincided with
o e g competitiveness af  Germany and Japan which
subisequently led to the economic mivacles in these countvies.
_leitically the war was btoo unpopular to be financed th}ough
increased taxation, and the costs had to be met  through

deficits. -

Why did, then, the euspandingforeign debt of the U.S.
resullt in an expanding Qorld mﬁney market™ The dollars the
Ue S printed to cover its foreign debt went to the
internaticnal  banks which jointly represent the world money
mav ket . Hence the higher the foreign debt of the U.5., the
move  the wirld's money market was swamped with dollars.
Couwntries all over the world had started borvowing money
Irefore  the 1973 il orisis. It is so because in the early
severties the World moﬁ&y mar ket was flooded with dollars as
a roesult of the rapidly raising forelgn debt of the 8. The

Western bankse of fered these at very low Interest ratesm;, wven

16



at negative rates, if we make allowance for ihflmtiuna Tt was
at  this stage t hat most gravernmenta yec apneended the  private
gector -~ both the national - and multinattwhﬁl mmmpaniﬁm = b
bovvow money in this Eurcdellar market. Not anly was  this
foreign credit cheaper than the credit offered on  the
domestic market, but it also suited the orthadox 'mmnﬁtary
policies governments of bath the Third and the First worlﬁs

purvcuaed i gerneral.

It is, however, not all that justified to blamé the U.S.
alone. Some years after world war-11 the U.8. indeed began
Lo vun a chfunic deficit on its balance of payments, or, in
ather  words, Lo ovun a  foreign debt, thereby oreating
substantial doellar surpluses abroad. It was, however, not
the faullt of the U.S., but rather the fault of the forelign
cerrbral  banbkos, Am the Americans may say bthat these baonks
ware  sager to accumulate dollarg as  interpational re%erveﬁ
madiocdy fovoed them to take dollars. They could alwq;g bying

them back tao the U.S. arid encash them inﬁgold, oy they Qould

by Amervican goods. © But noct doing so;  they imposed

However, thig.explanatiOH shifte the responsibility too
easily on to the foreign governments and thelr central barks.
By the middle to late fifties Euwropean central banks had
alreﬁdy started worrying that the United States’ gold supply

dollar. But, as they had started to hold dollars

A
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reserves, they wer & caught in a dilemmas if they all tried
teo convert  their dollars into gold, the value of their
veser ves  would certainly have drastically fallen becanse the
.8, waould then have been forced to change the dollar parity.
Qoy,  they were stuck, They ﬁhuughb it was bebter to keep
dollars as reserves than convert tihem Inteo gold, which would

have almost destroyed their value.

This meant the U.S5. cuntinued_tu run fdeficite and  the
central vbankg continued to a&cumulate dallars, Nt wanting
ta buy more unwanted American goods, which was thelr other
opticon, and eager to invest their locked up dollars, the
solution they evenfually hit upan was to lend them to private
hariks . But  these banks themselves had t@ find outlets for
them, «o  they looked for clients who npeeded long  tevm
credits;  and  the underdeveloped countries seemed to be the
best bet.

Theve would have been another option had the financial
auth o,fi ties creaved an alternative intermational regarve asuel Derirg:
B e A 2 % s a3 o e o Hre—hrad—freet—asread-edi n
g e tre——eibacal b anke—roedd—h ave-Teplaved—threir——ded-d-ar

Tl

=i T T e—rer WSt . The—wain—aoppositi-onto-sushaa
PR T e syt P a Ve I b TN ET IO N A e e S0 T A e e A 5 582 b
@ Duy ing the sixties there were discussions - the st
important  being the so called Triffin Flan - on whether  the
Internaticonal  Monetary Fund should create a new asset as  an
alternative to dollar reserves. If this had beern created in

time, the central banks could have replaced their dollar

18



reserves Wwith this new asset. The main opposition to such a
proposal of an alternative cuwvency to dollar came from  the

U, &

13

The reasors were many: - Firvetly, the U.8. would have
laost  its  exovbitant privilege to cover itg balance - of
payments deficits with its own dollars. SBecondly, by holding
o to the dollar the UL, wae ahle to continue spending huge
amount e on defence. Although this s hnover openly asid, tho
Americans, and nost Ewropeans,  boo,  gaw the maintmnﬁnﬁw o f
the dollar as the reserve urvency as a way of financing thelr
Joint  defenge - and it is t}uw ptill  bhoday. L@mlly, Went
Furopean and Japanese exporters gained by hkeeping the dollar
A Lhe key currency of the system. Owing to the demand  for
dollars  the American currency remalned oaver valaed against:
the Duwropean and Japanese currencies. The exporters o these
countries were delighted because if the role of the dollar
had been limited, 1t would certainly have lotb in value;, and
the Furopean énd Japanese exporters  would have faced
incrveasing  competition from Amevican exporvbers. Any wor ld-

wide monetary veform without the Corporation of the U.8.  was

thus  impossible, because, 1t is, after all, the richest

country with the biggest capital market in the world.

The really big problem started at the end of 1978, when
bhiee Amenican government of Jitwny Carter decided that it would
i longer allow  the dollar to decline which had  fallen
drastically against other hard cwrencies during 1977 and
L

978, The result was a steep rise in the interest rates and

the consequent  world recession and the accentuation of  the
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Thivd World debt problem. Traditionally the U.8, actually
!
has ot ownsed a foreign currency reserve, its international

Af\«t.‘

gold  was demmn&tiﬁ&d irn 1976, the U.8. was virtually left
Wwith no reserves bo support Carter’s goal of stabilizing the

dol lav. Too keep  the lehaﬂgw rate stable Lhw motetary
kel rervention | for w hith oeqnate  voluma “1.2 "U‘W} mdwng-c
authorities need to engage in foreign exchange, veserve 1s
necessary. What the U.S. tried to do for a long time, and is

’ 1

again now  trying to do, is to manage the dollar without

having an adequate volume of foreilgn resorves.

When the veserve problem caive Lo the By T ane, the
Administration admitted that to run the internaioral mwnwtmry
gystben  the dollar was not enaughs It had o be flanked by
other currencies. The move towards shared rwwwmnaih11lty fooy
manngement  of  the world economy  fhrough @  oul td-curvency
system was accompanied by a policy of contimung detente with
the Soviet Union that culminated‘én the algning ot GALT-11 in
1979, I retrospect, the Carter years wband out aw the only
instonce when the U8, tried with serioue conviction to ol ve
the problem of the American economy in a Cooperative spirit.
Me  not only tried to convince the ma jor ﬁurpldﬁ industrial
contityies  too vreflate thely economies, bubt oven of fered West
Germoany and Japar the possibility of sharing the privilege of
isaving  intevnational means of payments, in  cumpensation.
Presidentinl vi;tory of Reagan in 1980 and the second  wil

shiacks in 1279 shattered the hope for such a framewor k.

The  Femp-Rothn taw-out proposal that Beagar had  avidly

20



supperted  durivg his presideritial campaigrn  was  lmplemented

vereddry thie banner of YReaganomicos?. Feducing taves without

cubbing  government  expendituwre . in the hope  that  economic

growth  would  generate the needed higher revenhue ~ the so
A ) . . .

called laffsr-owrve ~ did not pay of f. High interest rate

difforential  in  favour of the U.S. and the catastrophic

fimancial crisis in 1982 in the Third World contributed to &

N cwer ful flaw  of  funds into the U.S.  in search  af  save

' R It was not primarily the acquisition of equities df
dirvect investments in view Qf.the ﬁuppwﬁadiy BUperior earning
pawer  of  U.B. bu%iﬂ&ﬁﬁ,' but'simply iriterest rate-induced
capital  movemenls that.finahced the U,8. cuwrrent account
deficit.  The continuous inflight of capital throughoab 980~
8% period consequent WP sty r&mi interest vate diffﬂr&htiﬁl in
favour  of the U.8. and the scant attenlion to exchange rate
risks  made  the dollar strong. The dollar  exchange  rabe
}1}mh&d from DM 1.73 din 1980 CJgly) o Duﬂ. Ged 7oA 1
CFeb.d. Low growth in Burope and Japar, combined with high
growiihe  at  home consequent upon  the 156, rucmvm?y witt e h
started in mid-1982, magnified the Dbalance ot ﬂﬂym¢nte
problems  of  the U.B.!' which g ked 1o impovls fy o e
competitors but  was qnabie to sell on declining overseas
mavkets.,  The restoration ;f dollar supirmecy d?u not e e

Che deep causes of Amevica’s decline and prebably even  dealt

Diss
a movtal blow to its economic hegemony. 336.3435091724
‘ P276Is
Eff@cte on the Third World Countrisss A

TH2794

Debit cortrvacted must. be serviced in the fvm of payments
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on amoortization  and interest and these outtlows ¢ompel  the
b3 v ey 6 Lo forego some alternative invwmtment and
comsumption throughout the l1ife of the loan. Debt service is
g contractually  fiwed charge on real income ahd ﬁavihgs,
mani festing  itzelf as a 'wigidity' in a developing naticn’s
Cbalance  of paymentﬁiv While |.DCw? _impfudgnme certainly
contributed to  the present debt corisis, externalities,
largely unforeseen factors beyond the debtorst, must share
part of the blame. - The persistence of high veal interest
rates above inflation, especially for loans denominated in
UuG.  dollare, along with a strong dﬁllév, is the last in a
sericss  af external trends which have hamstvung ' LDC policy
makers  ir  their efforts to simultaneously fibance national
N
economnic  development  and meet payments owing to external

debt.

While all the non-oll exporting todpbties were severely
affected by the rigse in ofl pr@mwm,_‘th@ i de ] e dncame
cowntvies, particularly those of bhe Westerh Hﬁmimph&rﬁy WG
seriously hurt by thelincrﬁa%ﬁ in dnberent vﬁtwmi h&u@umw s f
their 5ignificmnt dépendenuﬁ i thVWWiHQ Frcani bhe
international banking ﬁyﬁtam. iFmv the Jow tncome  codnbr b e
of Auvia and Africa, ond the oth@v herid, $he linkeypul payment
were generally less important as they relied to a greater
extent in affimial sources of finumcing c o coneesslonar,
terms. These cuuntri@ﬁ were, howevaer, weriously handicapped
by the steep dm%lin& in the prices of compsditliesn, which

aften constituted their anly exporte, What thern lod o Lhe
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decline in the prices of primary commodi ties?

A factar tﬁat has affected all cotadl bies is the low
growth  in demand inﬁihduﬁtrial pouibries which historically
have been ‘the principal consumersg of ray mmtariql@- in  the
world.,  The main factor, however, vmmﬁrihuﬁimg o the fali in
prices of primary commodidilés Haﬁ been the Upiibrge Lo Cheir
production  in developing CQQHtL*éﬁ& fi Fecent yedrs good
harvests of gstaple CYORS, ?ha qmprqﬂnﬁﬁ‘mf i € W ﬂurpluﬁ
mavkets in Asia and distress Seiling by wene debtor countries
have all contributed.to the collapse of agricultural esport
prices: The collapse of a number of commodity agreements, as
those for tin, cﬁcma, coff&e,;rubb@r. etc, and the upsurge
in trade barviers and the associated price support 'ﬁmlicieg
of industrial cmuﬁtrie% were thé othey factors that evarbed a

\
depressing influence in the’iﬂternaiunél prices of tvaded
commodities, Table-1 depicts the falling prices of wajor

primry commodities in the eighties,

The guestion now arises how the chHanges 1n the value of
U.S. dollar affected these commodity prices: International

price gquotaticons in homogeneous product markwtﬁ, egpecially

[

primary wcommodities, tend to be in vehicle currencies ¢

;3

Dallar) while quotations in heterogenecus products tend to be
in non-vehicle currencies. One réaéﬁn for this isg the huge

market  for  primary pvoducts in the U.S. (previcusly U
Moo e geneialiy, homogeneity and international  comparability

af  each primary product means that the demand for effective
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TABR
- Prices aid Price Projectioms in 1985 Constant Dollars

_ Short Rmm Leng Run

Commodity Unit ‘ L

1970 T988 TOBI T98Z 1983 1984 1985 1986 1987 19881989 1990 1995 2000
Energy
Petroleum $/bbi 3.6 29.1 2.8 2.5 27.9  27.7 26.7 11.9 13.7 15.2 15.1 14.9 17.4 23.5
Coal $/mt - 41,8 54,0 =5.9 24.0 49.0 47.0 39.0 36.0 37.0 39.0 40.0 -42.0 45.0
Coffee $/kg 315 329 268 297 287 320 321 390 313 280 281 285 288 295
Cocoa $/kg 185 249 198 167 210 241 225 185 180 171 167 165 172 182
Tea $/kg 300 213 192 186 221 248 198 181 197 208 213 217 225 234
Sugar $/mt 222 604 356 179 i35 116 %0 136 161 214 264 322 265 253
Beef $/kg 357 264 235 233 242 229 215 195 197 224 234 246 255 263
Bananas $/mt 453 362 382 361 425 373 389 359 356 354 352 349 335 321
Oranges $/mt 460 373 385 371 370 355 398 337 337 348 357 354 338 334
Rice $/mt 395 414 459 282 Z74 254 216  °85 189 206 224 : 233 214. 206
Wheat $/mt 172 182 187 160 168 167 i73 141 119 1328 141 147 136 133
Palm Oil - $/mt 712 557 543 429 496 734 501 243 232 286 329 374 450 420
Coconut 0il $/mt 1088 643 542 447 723 1163 590 248 236 294 336 428 500 482
Groundnut 0il $/mt - 1037 820 991 564 704 1024 905 518 498 508 540 579 600 530
Sovbean 0il $/mt 841 571 482 431 522 729 572 336 322 352 1382 410 475 440
Non—--Food .
Cotton ¢/ kg 173 196 175 154 154 180 132 85 94 103 124 137 165 165
Jute $/mt 751 294 262 275 299 535 583 243 258 288 314 331 300 300
Rubber ¢/ kg 126 155 119 97 123 111 92 81 84 88 92 96 108 110

Tobacco $/mt - 2706 2197 2234 232'2 2223 2004 1906 1681 1700 1740 1790 1850 1845 17_44



Metais and Minerals

1287 1317

Copper $/mt 3871 2084 185c 1433 7é 131 A& 1288 13229 1385 1416 1601 1607
TIn : ¢/kg 984 - 1570, 17 1247 G 1254 1192 518 421 50% 628 711 743 735
Nickel $/mt 7798 6226 5559 4etd 577 475 4899 357% 3820 L0833 4141 4229 4815 3715
Aluminum - $/mt 1480 . 1652 1272 1@22 1480 1381 1110 1146 1180 1314 1364 1364 - 1506 1494
Lead : $/mt 833 . 865 £F1 26 &1 446 391 34 52 364 368 380 411 382
Zinc $/mt - 808- 727 86% TEZ 757 4zZ9 783 611 518 661 695 711 795 794
Iron Ore - $/mt 41.6 25.5 Z3.1 3.8 23.8 23.4 22.7 19.5 18.7 18.2 17. 17.5 5.9 4.2
Bauxite $/mt 32.9 39.4 38.0 34.7 F.4 33,2 30.0 24.8 22.322.0 23.4 24.8 25.8  25.%

Source: World Bank, Price Prospects for Major Primary Commodities, Vol.l. Report no. 814/86.



Sonnmurd cation of prive quotations iemdm too world wide pricing
in o common vehicle curretcy Ciae.  dallard. With ceontinuous
charges i prices with the arvival of new dnformation  and
through international arbitrage in primary commedities, it is
mogt s ecomomiocal  bo tvanswmit price change information in a
single curvency | than  thraough ' many. In  contrast, the
gecgraphical span of  the market (thqt is, the area of a

wrhid fovm  priced for each heterogeneous manufastured product

-
e

usually corresponds to  the national econcmy in  which it
orginates .

The fact that primary commodities are invoicet  in
dollar, a 78 percent appreciation of dollar till. Feb- 1985,
increased the veql prices of pwiméry cbmmmditi&m, eveett Bhough
the nominal prices did  nob Ihoypase. The yveoeasionnyy
condition  going on the in,hhw Hevel sjier] colntries ~ ip  the
face of real higher price for such conpodities — reduced the
demand., It led to both nominal and real decline In Primary
commadity prices. As ia revealed from bhe Chart--1, with the
large appreciation of ﬁhe'Uwﬁ; dollar from 1980 VHrmth Lhe
firet quarter of 13285, n:'c-mrru:ndi(zy prices dencmioat ed Lnterms
af  the French franc ana the Found Bterling stceed in  the

-‘———-——-—‘—-——-_——-—*A-~—~—,Mv~w~..

2. S.F. Magee & R.K,S8.Raw, "Vehlcle and Noesn-vehicle
curvencies in International Trade"”, Amer jcan Foobomic Review,
1980 (May), p.369. '
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latter period some 86 percent and 65 percent, rewpectblively,
above  their levels in 1980, while the overall LLEL dol Tar

index declined by 21 percent.

A development  that was widely expected to induce 4
strengtiening in  the dollar price of primary commodities,
although in  faot it did rat, was th& depr&aiatimh af tﬁe
dxllear  during 1905, The fact that dmllaf has continuously
depreciated since 1985 (Feb.) is ma boon vather a cuyrse  for
the LICs.  Nominal prices remaining samey the depreciation of
the dollar veaduss the veal prices of commodibies iﬂvmfcad in
daollar. But, because of the detericorating international
eoonomic order, they are not able to increase the prices of
theilr commodities. Depreciation of the dollar, thus, further
deteriorates the terms of trade for the LDCs. Of course, as
im evident from Chart-I, as a result of the depreciation of
thé dollar  in the last  three quarters of 19895, - the
di ffevences between the colmmodity price indices denominated
in variouws cwrrencies had narrowed Eubataﬂtiélly ar wWer e
reversed., While the overall dollar price index fell by &
percent between the first and the fourth quarters of 1985,
the reductions in terms of other major currvercles vanged v o
26 percent to 29 percent. But, the indices for the Fyrench
france, the Foubd Stwvling.and bhe Deubsche Mark were 54111

considerably above the dollar price index Ip late 1985,

The  question may now emerge wWhy the UaB. rvecovery In
1983 and 1984 could net reverse the dobiwavd  povement i

codnmod Tty pricen. Bomg  NICo with Inorveasing cumpelitive
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capacity Loa export mmnufac%u#@d nvmduc&u et hawve
incrensed theiv export volumaﬁ to the By bpoeuse - the
appavent  income elasticity of demand fdr the oxports af Llhe
exporters of mapufactures §6 geherally qulbe bagh dn elation
to that fir primary commodities, The main @smoarce of concern
was however the growing tariff and mun"tariif bavvrlerg in Lhe
U.S%. Cas elgewhwre); pértitularly escalatliog with the degree
of  processing of the product. Df courwe;  Lhe pgengr dphical
distvribubion  of & cmuntry'm.e%pwrts is an ﬁmpmrbant tact o
affecting the link between industrial DuunﬁVy'é aubput growth
and devglmpimg couritry?’s export valumes. On  that basis,
couwntyies  whose expartﬁbhmve traditionally been divected to
the U.5. market had, not.suvprigingly, e joyed a pore buoyant

export psrformance than developing countvies in general.

The U.S5. recovery and the American appetite for imports
helped some  Latin American debtmﬁ courtries by absovbing
theiv expanded exportﬁ.. Virtually' all the increase in
expﬁrtﬁ.frmﬁ Latin America between the first guarter of 19805
and  the first quarber of 1985 went to the U.8. - Tt is
rwever Japan and West Germany which were benefiting from the
strong dollar and the vapid growth af.O,s. imports. That part
of the U.H.  growth which was spilling abroad was providing a.
major  export  demand stimulus pd countries whose growth of
domestic demand had levelled out, 1f not petered out, after
the initial burst of cmnsumer.ﬁwwmding. The OFED Becrwebtariat
h@d eslimated that, din 1983 ahd 1984, aboul one third of the

giroewbh dn BEurope waw attrlbutahle, dirmatfy me iﬁdirwatly, {
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the ovowti of Uuﬁuk Lmports. Besides, while th%_rafwvevy in
1982-84  was  strang in terms of magnitude of  incocrease, the
lavel  of economic activity was still considerably below its
potential . This reflects the extremely weak condit i.v:,n @ froon
whioh the récm§ery began because of the severity of the 1983-
B2 recessian. Evern though the 5tr§ng (ollar redu e
Jinflation in the U.G., the recmvery began becauwe of  the
severity of the 1981-82 recegsioh. Even though the strong
dollar veduced inflation in the UnS.; the Verovery Wias  notb
sLyonrg. Father to prevent the pressure of V&al depreciation
from dnitiating o now Vmuﬂd uf domestiic  inflatlon; the
governments of Eurupe and Japan wer e forced Lo pursue tightay
monetary and fiscal policies than they otherwlse would  hnve
chosen. These tighter monetary and fiscal pollcies angal §ed
the entive Ewrope in a récemsimhary conditioh amd conbributed
to the continuwally rising rate of  wnenployment  Lhal  now

plagues all of the major Buropean nations.

All of Europe's currént abnormality high unﬁmplmymwmb
cevitainly cannot be attributed to the U.B. flscal situation.
Between 197080, real earnings per hour actually declirmed 1n
the WU.E., but  emplayment VQE&IGOV& than 25 meruwnt..~ T
Eurape, during the same decade, real Wages aon@iﬂued to rice
at a substantidl vate. The rigidity of thé Euwropean labour
marketé exacevbabted the problems caused by vesulting excess
¥ g ] wage levels, Because the rigidities in the  European

Tabour markets reduce the sensitivity of inflatian ta

in unenployment ; it takes a substantial vige in

29



unemploymént in Eurcope tuo mfféet'th& inflabiunmry Py Ossur e
that results from a riﬁinggdollarf It is not swrprising that
Eurcpean political leaders have peen.fruﬁtrated and annoyed
by an american budget pali&y‘that they see¢ has contributed to
América'% strong  economic expansion whilé impending their

BLYV2

How  than  a "high UlsB.  dnterest rate accentuates the
developing countries’ debt problem is a major gquestion to  be
arjswer ad. Interest rate changes have a direct impact on the

tramsactions, inventony, and speculative demand for primary
-1
A

commscl i bl es. -The transactions demand . for a commodity
pertain to its use as &  raw-material in  the production
processes of intermediate and finished goods in the consuming
countries, or  for Other.direct consumption purposes. B
costs of inputs, resulting,for instance ,#rom an increase inthe
increase  in the/\real interest raté raises the ocaost  of
production af  the finished product Cinterest being & cost
el emernt). The consequent decrease 1n guantity produced
reduced the derived demand for all inputs wsed in the
production process iﬂcludihg primary cﬂmm@dity inputs (unless
the producer can  fully pass on the higher sost bt the
CORSUmer D .,
2. L. B Bindert, "World  Debts The WUnited  States
Feconsiders", Foreign Affaive (1986), p.264.

i Fadma Gotwe, "Interest Rates and the Developing Worid®,
Finance and Development (19830,
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The inventory demand stems from the role of raw-naterial
stocks  as a buffer against uﬁcertaintiem about thelr ﬁupp;y

oy fluctuations in sales of intermediate and firilsled

products.  Higher real interest rates reduce inventory demand

by raising the opportunity cost of holding inventories. Thie
speculative demarnd for commodities arises fram the

espactations of capital gafné or losses from changes in  the
mar ket value of the comﬁodity net of holding costs. Since
the difference between the nominal interest rate and the
expected vate of increase iﬁ ghe price of th@ commodi ty ineﬁ
the @mpected'real cost of holding the commodity, an increase
in interest rate reduces'tﬁe speculative as well as  the
itriventory demand for the commodity. Al thaough fh& increasing
impﬁrtaﬂcw af  manufactured exports has partially mitigated
the reduced community export éarnings for some middle incaome
cmuntrﬁes, the primary sector continues to play & major role
in  the determination of GNF  and generation of foreign
exchange ‘resmurtes in many deveioping countries,
particularly‘ irn thase with low pekwcapita incomes, and the
high dollar and high interest rate induced deteriovation i
thelr commodity prices had Substanfial deleteriocus effects on

Il

thelr economl eS. '

Al though nominal interesf rates have declined from their

T

peak " in 1980-81, they remain about six percent higher than

inflation, making the cost of servicing debt extremely high

in real terms. The high proportion of debt denominated in

dollars is the main reason of such a high cost impact of high

2
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!
U. 5. vinterest rate on the debtcr countries. As ie reveal ed
frmm' Table-1T1, thé share of long-term public and publicly
guaranteed debt denominated in dollar rvose from 63 percent in
1974 to 7& percent in 198%. Again there were regional
differences; in 1983 the.r?tio was almost S0 percent  for
Latin America, 668 percent f%r.East Asia, and cnly 894 percent
for -sub-Saharan Africa. Fdr @any countries, not only the high

interest rate, but also the rise in the dollar increased the

cost, in terms of domestic goods, of servicing the debt.

Arnother  rvecent ldevelopment is that the proporticon of
commercial  bank  lending to?fotal debt non-oil  develaoping
countries has increased éqbstantially. Buch lending 1is
typically linked to a variabﬁé interest rate base such as the
LIBOR wmodified for an alfowénce to compensate  for  bank
exposured  and country credit  worthiness.,  The spreads of
mavdis  on new funds fluctuate greatly from time to time and
from horrower to borrower . “ﬁs Table-III exhibits, the share
af  floating rate debt in total cutstanding dishursed public
debt rose from 16 percent in E974 to 43 percent in 1383. The
increase  wWas concentrated hainly among  the middle-income
countrien, particularly  in Latin Amévica, which bGQrowed
heavily  Trom  private sources. Fr 1aw*ingﬁme CDUHtTiﬁ%?
however,  the share of variable rate debt did not  increase
b what_ is  of impovtancg here 1is  that while fiued
interest rates for LDC débtors averaged 3 percent Qntil 1977
and rase to 7.9 percent at the end-year 1982, the flaoating

interest rates to LDCs mushroomed from 7.8 percent to 17.3

32



TABLE - II

Shares of Key currencies in public lang—term debt, 1874-83 (percentage)

Currency 1974 1976 1976 1977 1873 1878 1830 1881 1982 1633

u,S, Dallar, 66,1 88,0 70,3 67,2 64,8 66,8 68,1 71,8 73,4 76,3
D.Mark 2,5 7,3 7.6 2,2 9,2 28 7,3 5.5- 8,0 4.8
Japanese Yen .3.8 3.8 4,1 5,4 7.2 59 6,8 6.2 6,0 6,0
FrenchFranc 43 43 41 44 4.3 43 46 3.8 3.6 2.9
Pounds-Sterling 5,6 4,3 3,3 3,1 2,7 2,6 2,3 1,9 1,6 1.8
Swiss Franc 03 0,7 05 1.1 1.8 1,5 1.3 1;4 13 1,0
Canadian Dollars 1,5 1,56 1,6 1,3 1,1 1,1 §,8 1,1 1,0 0,89
Others 10,1 8,8 3.4 3,6 3,7 8,3 8;4 7.6 7.2 8.5

Tatal 100 100 100 100 100 100 100 100 100 100

Source ) World Bank, World Development Report, 1935,
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Table-III

Flzating interest-rate lcans as a-percentage of public debt in

selected years, 1977-23,

Cauntry/Graup 1874 1876 1872 1978 1830 1381 1982 13z

Low Income Asia L0000 04 08 1,2 2,8 37 3.9
Low Income Africa 365 2,1 87 6,2 7,0 9,4 9,1 7,8

Middle income countries
Oil importers 18,6 26,6 30,2 35,2 26,5 40,2 41,4 43,7

Oil Exporters 23,8 30,4 34,9 40,1 41,7 45,2 43,3 64,8

All Developing 16,2 23,0 27,3 31,8 23,2 38,7 32,7 42,7
countries '
Major Borrowers 18,4 26,8 32,5 39,0 40,5 45,0 46,7 51,2

Source: World Bank, World Development Report, 19285,
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percernt. T fully appreciate the significance of these

trends it is necessary to view these figures in relation to

changing vates of inflation. Lﬁ inflation rates ave hiagher
than interest rates over the Course of a loan, then the net
interest rate i3 mnegative and there ié real’ transfer of
resources from the creditor to the borrower. With fixed
interest rates, then, unanticipated inflation results in  a
debt bargain for the debtor. In contrasf, variable interest
rates contain a safeguard aéainst the detericoratiaon of the
loan value due to inflation because, -mvertime interest rates
which serve as the basis of LIBOR tend to adjust to dnflation
rates. However, this automatic adjustment can be delayed, as
when dominent fimancial powers, .such as the U.6. institute
fiscal and ‘mmnetary.policieﬁ'that curtéil inflation while
allowing interest rétes to reﬁain higﬁ. Quite obviously, if
inflation rates are lower than interest rateé, a net transfer
of resources from the debtor to creditor occurs as the ‘real!
rate of interest becomes positive. During the fixed vrate
peviod of the Seventies, since real interest rates averaged -
2 percent, there was a real transfer of capital from
creditors to borvowers. Injcanfrary, the fact that the real
interest rate has averaged'+6 percent in the 19805,_ the nret
resource flow has  been rveversed to the advantage of  the

lender and to the detriment of the debtaor.

Im this context we can also see from Table—-IV that when

symabional  prices of developing country exports fall,  as

thay did in most part of 1980s, the real cost of servicing



TABLE IV

Real Interest on the external debt of capital importing developing

cauntries (percentagel,

1930 1921 1ags 1623 1984
Average Mominal 9,2 10,8 10,2 ERCI-N

‘ Interest Rate,

Average Change in 28,5 —-0,8 —,3 -3,1 -1.G

export prices

-
r

11.4 10,0

—

Implicit average -%£0,3 11,5
real interest rate

Source: World Bank, Warld Development Report, 1825,
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.
those countries’ external debt rises above the nominal cost,
reflectfng the increased external debt rises agove the
Pominal cost, reflecting the increased real value of the debt

as  meastved  in terms of the volume of exports necessary  to

bhe daebt in full. The real interest rate on total debt

A

totanding in 1989 was not the nominal average rate of about

i S

8.5 percent but about 10 percent.

Mow  that  the intérest rate is declining and due to
dollar depreciation the real value of debt is also low, 1s nho
pevmarient  respite for  the debtar cmuhfrieﬁn The high
proportion of variable interest rate loans and the high U. 5.
interest rates compelled the LDCs to bovrow more, at a still
higher rvate, *to meet their interest repayments.on standing

debt repayment . In this conbtext , the most serious indictment of the

loans  and thus slid them into a vicious circle DfA American
fiecal stance was the way it deliberately diverted capital
investment to America (where there would have‘been noane,  the
incentives being absent) from. the rest of the world,
depriving partiaularlyAthe LDCs from theiy much-needed dgmamd

fov extermal capital.

The fact that the interest payments still depend upon
the spread on the LIBOR rate, wh;ch varies with the‘appraimdl
Sf the geméral tY&dithYthiheSS'éf a country, those countries
which already have great difficulties in  repaymenlt, are’
preciﬁ&iy the ones that are highly penalised. High interect
rates invaolving highef risks on commarﬁial loans also has the

tendency to reduce average maturities and grace periods,



since maturities and grace periods on loans  from private

s

creditors, the proportion of which to total loan is expending

fast, are typically . shorter than those from official souwrces.

There is no shortage of suggestions of  international

palicy iﬂitiﬂtiQeg which might obviate this scenario. Qe
by mad clﬁﬁﬁ of  suggestions entails instituting &  cap el
interest rates charged on floating rate debt, fa; exampl e,
capitalizing ﬁaft af interest aobligations Qhen market  rates
risme above the oeiling. . Banks have not  favoured such
proposals asg they are seeén to.jéopardize bank éarnings when
interest rates - énd thus the cast of their own funds friﬁ@.
Such dinnovations mighf serve to discourage new valuntary bank
lending when the%é ig instead a desire to see it  expand in

better tevms.
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CHAPTER — III

THE _SLOBAL_DRIFT_TOWARDS_PEOTECTIONISM: A _MAJOR_THREAT

FOR_DEBTORS

——

v

ITr the

several years, increased attention has been
given  to maintsining a libeval world trading system mainly

becadse  of  the wide vecognition that the multiple trading

.

v iownly endangered, protectionist pressure  have
muwltiplied, disrvegard for GATT disciplines have increased,
ang  shortcomings in the functioning of the GATT system have
beern accenﬁuat@d, & favourable trade environment remains
critical  for the gro@th of the world economy and the " smooth
unravelling of the present debt crisis. But the multilateral
trading system itsell is under seriaua'gt?esﬁ, and the many
naticnal  and international proclamations of  intention  to
strengthen the system have not produced any significant
result. What i% particularly worrisome is  the growing
coriviction., in some quarters that some form of managed btrade

ig preferable to an open trading system.

MLt ough nominal  tariff rates heve bresen recdured
substantially under successive GATT rounds to an average of O

percent for importes of manufactured products Cexcluding i1

into  0OECD  countries, the reductions have not  boeen as

1}

signi ficant on  products of  interest to the develaping
countries., After the Tokyo Round, tariffs on clathing

imports  averaged about 19 percent, those on  footwear  and
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travel goods 12.5 percent, and on tewtile fabrics about 12.5

pevcernt. Me structure. of tardiffs on industrial countries

;

creates art additional  problem  in the  form of  “teariff

Pont with the degres of processing of the product.

of parficular Cmar ey n about the drift b owar d

protectiom

ig the freguent recourse to bilateral, sector-

ron bhat harm the multilateral  trading

tem based on the GATT and are counter to the principle of

conpar At which forms the basis for efficient

b oade

Boome sector after ancther C(for  example,

Comchi les and some electronicsd,  the

lavger thrvading parirners have carved up. the market among

y  ofternn leaving only & tolken residual  to non-

themsaely

traditional suppliers. - Such market sharing arrvangements not

only prevent marginal producers from increasing thelr  market

shhare but effectively lock out potential new suppliers fram

e markel.

Instruments of New Frotectionism are the non-tariff
barviers (NTRs), such as the YMulti-Fibver Arrangement’
(MFA);, bilateral import guotas, import licensing, ‘Orderly

Mar ket Arvvangements (OMAs), *‘Voluntary export restraint!

arvrangements  (VMERsD, anti-dumping laws, countervalling

duties, o pricing systems, and  the granting of

subsidies  to  domeotic producers. Gome of  these measured

w L

originally viewed as temporary are becoming more  permanent.,

'

For example, rvestrictions on trade in textiles, embodied in
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the MFS, strated off as temporary. The MFA has now evolved
into  a move or less permanent fixtuwre of thé- International
scene  regulating almost nine-tenths of  tatal trade Ty
tentiles and leaving pra&biaally nec voom for the gﬁmwth o f
developing country exports to the developed markelt economles.

Bilaterfal  protectionism ;a a »ﬁerimuﬁ mbﬁtmglw Lo
cmeaning ful trade liberalization, because it Lacks
transperoﬁuy and creates vested interests among exporters and
imparters for the preservation of the status quo. At the
ML v D COF ML O 1avé1, bilateral market sharing arvangesments
are perceived to have many attractive features. For  the
domestic producer  of  the 'import"comﬁeting product, a
bilateral vestriction shelters the producers’ market from the
menr e efficient forelign producer and may help  to wmaintain
sales  and prmfit mar glng. For  the exporter, - & VER
aryvangement - freguently specified in terms of quaptity -

x

el ari assured sales outlet  and, depending on  the

relevant ela

may enable the exporter to capture the
rerts  arising from the akility to raise the export price to
thae  extent of the difference between the international price

o price on the ilmporting country.

cictions may be vesisted both iri

cxporting and  Imporiticg countries, because they can  be

rationalived as offering greater 'Ysecuwrity® on  internatiocnal

trade flews  than wiould an wirestricted trade rEglme.

Cavtelization of mational trade may thus bs acncouraged.

what dis  frustrating is that while fthe wmajority of  such
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g develaoped mav ket economies, alwogt o

Ay ancieman La @y e Sl

quarter of them concern exports from developing countyies.

The inciderce of non-tariff measures applied by developed
an actual or potential  comparative advantage. ] eay
examples, as are revealed fraom Table-V, are in the textiles
and clothing {(representing arcund 25 percent of dé?elopimg
countries total manufactured exports), leather and foobwear,
éﬂd more cecently in the ivon and steel sectors.

i

Although the economic recession in the late 1970s
contributed towards the ghaking up.of the multilateral world

the renalssance of foreign trade

due primarily to uwunsolved %tﬁuctural
prafl e i the economically advanced countries. The
catohing  up and growth phase of the posthar period - which
lasted for approsimately 20 years, had concealed structura
prwbiemﬁ, Cthe solution  of which - by means of overdue
étructufal charnge - is becoming all the more wgent, yet at

the  same  timoe ooy ed

singly difficult, both socially  and

politically, in the face of the wunconvincing per formances of

the developed markelt eoonomies.
Indeed, the persistence of high wenployment in  many

industrial counbyil

made 1t move difficult b vesliast
protectioniset pressuwres and weakned the impulse  for - trade

liberalization, especially in employment sensitive sectors.

The developed countries wish to preserve those ftraditional
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industries which aroe basically labow-intensive and in which
the developing countries have some cost  advantage. The
expovtﬁ_ of  these commodities from developing countyries,
“therefore, are often regarded .as  threatening the Jrab
opportuni tes in the developed mar ket eCanomi e and,
therefore, provoke protectionist measures by these countries.
On th& cther  hand, the develaoping countries are to 4
considevable  extent precluded from participation in  the
dymamic sectors of world trade in. manufactures belause
comparative  advantage on such lines of  production Qeighs

.

heavily against  them in terms of investment in o

wital,

technslogy, commer ol al infrastructure, piar keting ard

mariager ial okills. These countries are also guite unable to
pose @ roalistic rvetaliatory threat, because of the

relatively small size of theiv markets and theiy reliance on

capital goods imporis,

The  ocurvvent problems of international  trade ocleavly

poses A  serious dent on the developing debgor countries.
Consider  the long-tevm Btructurél chamges‘ in the world
@Y These ohanges rvesult from shifts ‘that have been
taking place'iﬁ the structure of production and  demand  and
thus have wmajor implications for trade and development
policics  at both the national and international levels. CAs
Table~-VI ﬁhwws,‘ the share of agricultural commdditieg in

world trade has been halved since 1960, while that of

manufacturers s increased by one guarter. The increase in

the propovtion of trade in minerals ise entively due to bhe
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TABLE - V
N Import coverage ratios a$ a subgroup of NTBs applied by 5€,
“lected

industrial market economies (1881 & 1986),

- - - = — - v o o i - o . > G e cuin Swb e anb S 0 WV G S Al i Glol s s i (A P s U Y O M i o 4 G D o A s i el GO W s e g e ot o) ainh

L ol o e e e ot

Source of Imports

- - - ,,n—dqqﬁ-u-—u-—mbo-'--.-; ————— -
.;--_--- worid Industrial Countvices Deve
o loping : | : o hopirvy/
. - Claun
Ciries A ' trigs
Froduct Coverage 1981 - ° 1986 1981 : 1986 1981
1986 L :
Ore and Metals 12,7 24.7 13.1 9.4 8.6
12.8 ‘ '
Ivon % Bteel 29.0 E4.2 26.8 65,2 2.8
54.6 . .
Nonferrous metals 2.8 E&.4 1.9 C6LD .1
&.4
Chemicals - 13.2 2.7 3.8 12,9 11,4
12.6
. Marnufactures 18.6 20.5 15?4 17.8 al. 2
31.0 . :
Chiot chemicals)
Leather ' 8.2 13.9 Se s 17.9 I
a9
Tewtile Yarn % : : :
Fabvics 37.3 39.6 18.6 . 21.2 G7.6
61.4 : '
Clothing R £7.3 &7.4 A0, 2 28.9 77.1
77.9 : :
Footwear - 71.3 32.9 e5.1 S 71.0
27.0 . ’ :
The import coverage ratioﬂs‘(the sum of the value of a country’s imp
ort

groups affected by NTBs divided by the total value of its imports of
these groups) have been compared using 13981 import trade heights.
Qrireae Werld Rank. World Develaopment Report, 1987.



i il prices during the 1970s, which also accounts
foor the Fall in the share of manufactures between 1970 and

1980,

Siﬂaé the long-term shift in the structure of production
is  away from primary production to manufactures, the growth
af  trade is becoming increasingly a matter of the growbh of
trade ir manufacbures. The shift from primavy products to
mariufactures 1 also clearly marked in ewporte of  developing
countries., 'Th& share of ﬁanufactures in their total exporto
incyreased from  about 18 percent in 198@ to 38 percent  in

1984 and €40 percent in 1986.

Bince the 1960s trade in manufactures has expanded Lk
faster than trade in agricultural products and minerals, but
the rate of gvo@th has dropped in rvecent years. During"the
vperi@d 198485, exports of manufactures grew at 4.8 percent,
compar ed Witk 7 percent during the 19705 and over 10 percent
in the 1360z, Developing countries, however, account for fhe
bullk of the increase in manufactured exports during the
period  1280-85, a5 seen in relative rates of growth firam
Table-NVIT. &s a reﬁuit, developing countries increased their
cwhare  of  the world exports of manufactures from  about 7

pevcent  dm 1970 to 10 percent in 13980, and to about 12

]

percent in 1985, The share of the developed market economies

declined from B3 percent in 1970 to about 80 percent in 1985.

While the exports of manufactures from  the develaoping

countries ave increased faster than world export of
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1380
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TAEBLE - VI

“Commodity Compositicn of International

Sharve in total Merchandise

exports

(percentage)

it chran b i s omaes mais b SSaee kit S s S A Ty debag e S s sty o Smaas Soime e iy S

Trade

Annual rates o
i
graowth in expo

volume (Percen

Froduct Groups 1360 1270 1380 1385 13960-70 1370—80
Agriculturai Froducts 3z 2z 1S 14 3.9 ﬁgf;EZB;S
. Minerals .17 17 29 pc Fs s it T
(including fuels) .
Manufacturing 51 €2 s6 62 . 10.5 7.1
Total 100 IQOA 100 100 8.6 9.0

Source: UN World Economic Survey, 1987
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# ‘ TABLE ~ VII

f%» ' Growbth of manufacturing production  and exports by Country Graups
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manufactures, this trade haﬁibeen highly concentrated in &
few developing c&umtries.‘ Ten countries and tervitories
éccmunted for almost about 80 percent of the total exports of
merufactures  from  the developing countries inm 1985, Th e
degree of concentration has also increased. in 1973, the 10
accouwited fov 70 pevient of the tatal. Iin particular, fouwr
majur Asian newly industrializing countries - Hong kKong, Uthe
Fepublic of Horea, Taiwan and Singapore — managed to expand
their exports very guickly. Thus, eventhough the developing
contries  as a whole have per formed quité gatisfactorily in
the manufasturing ewport sector, 1t has been of no advantage

to most of the major debtor countries.

For the large wmajority of developing countries, rather,

thiciv  depsndence  on the primary products is decissive for

Ehediy soomomic  conditions. As Table-VIII shows, aver 70
peroent of thse developing countries and territories depend on
priméry exports for  around 65 percent of  their export
earqjingﬁ“ Thuﬁ, prices of primary commodities, especially
in  terms  of prices  of manufactures, remain critically
important  for fhose developing countries in which primary
exports account for a high proporticon of their total deomestic

production and theirv capacity to import.

The deteviaration in the terms of trade for primary
commodities of recent years has significant adverse effects
o these countries. (Some  primary producing developed
countries have also suffered to some extent from depressed

commadity pricesy Bub on balance, the terms of tvrade galn to
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The Dependence of Developing countries and territories on primavy ex-

ports .

Share of exporits accounted No.of countries Fercentage
for by primary products

Over 75 percent 72 G4, 3
E6 ~ 75 percent 3 5.0
56 - 65 percent ’ 3 _ B-D
46 - 55 percent o & o 54

SBource: U.N; World Economic Survey 13987,
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the developed market economies has been very large. Agpart,
foom ites  indivect contribution to lﬁwering the rate of
inflation, the decline in the prices of importis, from  the
devaeloping countries in 1986 alone meant, as revaeals  the
wor 1 ecoromic survey (139872, a gain of about $96 billion for
“thae develﬂpéd market ecohomies as a whole. Thelr gains from
higher  wwport pricg% was an additional 32 billicui. The

total tovms of trade gain of these economies for the year was

bhillion.

It must nevertheless be recognized that the pagging of
prices of primary commodities in recent years refledts
fundamental  changes in the use of vaw-materials in developed

cowntricen.  There has beén a continuing shift from production

af goonds to production of  services. Similar shifts arve

taking place in marny doveloping economies also.  Services are

less material-intensive than the production of goods.

The regquivements of traditiconal vaw-materials per unit

of physical oubtput has aléu beaen declining. For ezample, the
average welghts of cares made in U.8. declined from 1,700 kg
in 1375 to 1,500 kg. in 1985, and their average iron  and
st eel conttent  declined  from 81 percent to 63 percent.

Techrnological  innovation has led to substitution and  wcaving

of  materials and oreated new products which o eguire

materiales  for unit of ocoatput, as well as materials that are

more accescihle Yo industrial countries.

Thege two types of changes — shifts in the structure of
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producticon  and greater economy in the use of wgew-materials

in  the production of goods, along with  the global  drift

: . . . 3
towarids  severe protectionism and weak vecovery in  develaped

mar kel gconomics - have reduced the prices of primary
commodities significantly. As economies move towards  the
post-industrial stage and output becomes less material

intensive, the total 'volume of  industrial raw-materials
regulred Will not grow unless there is significant increase
in the absolute level of industrial pfoduction;

It is unrealistic to expect drade in raw materials in
general to grow in the f@reseeaﬁle'future at anything like
their rates during the 13980s and .19605. This has| grave
implicatiang fmr any develaoping countries wHich have not
only  accumulated &  huge debt burden but alsoc have only a
narrow  industrial base and depenq oh one or two commodities

for the bulk of their export earnfngs.

Several studies have estimaf&d the costs of protection

by using fully integrated models of world trade. Hlel and Su

]
1979 studied the overall effects of 5,10 and 20 percent
glabal ftariff  increase. The main results under thet S5(20)
percent increase scenario are: (a) world trade declines by

FGO (2132 billiong (b? real_GNP in developed and develaping
countiries i lower by $6 (22) billion and %2 (8) billion,
vespectively; ana (z) trade balances of the develcoped and
developing nations deteriorate by $45  (158) and &8028)
billick, respectively. Inflation fates and world  trade

priicesn rise undsy all scenarios.

SO



[5,6,7; Shailendra J. Anjaria; Naheed Kirmani & Anne R
Pl ersa; “Trade Policy Issues and Developments”, U.N.
Fublication, 1384.]

Browrn and Whalley (1980)6, ih another study, found that
wor ld-wide abolition of all tariffs and non~tariff barriers
raises world welfare (as heasureq by &stimatéd' changes  in
GNFY by %20 billion a year in consfant 1973 dollars, of which
$7 billion accrues to the developing naticns and %8 billion to
the Economic Coammunity. Anatheriatudy by Whalley. (1984)7
incorporates  the trade policies bf deﬁﬁloping CQUHtYi@ﬁ. in
sstimating the welfare effects'mfttrade liberalization. He
finds that the abolition of aliv'ta?iff and ron-tariff
barriers in all countries increases world welfare (by %323
billion in 1977 pricés), "but the welfare of developing
countrics  declines by $31.4'billion. The major reason for

thie result is that liberalization leads to a decline i the

terms  of trade of the less developed and NIC groupings by 20

and 28 percent, respectively. This is explained by higher
average rates of protesction en the developing -countries  and

the smaller size of the trade among developing countries as

compared with trade among industrial countries.

Arguing 1 the same line gome view that if all trade
rarviers will be liquidated, it would lead to gluts in the
sbermaticnl o marbket. A5 a result the developing countries

wuld  compete. against esach aother thus scoring off gains and

raeventing the countries from achieving the Same

stracrdinary export performances of the NICs. Such  an
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argument ,  however, does not consider the possible resultant
global economic recovery from a massive liquidation of  trade
Lavviers. resent ewport  pessimism Qith véspect to slow
Tgrowth of doveloped countries is mainly due to the perception
af  fiwed links between developed countries’™ growth  and
imports from develaoping countries. In other wovrds, income
elasticities are assumed to be movre important than price
elasticities. Mary NICs in the last decade shifted their
export supply frompre-inclastic raw commodities to price-
alastic marnufacturaes and that is why fived-income

slasticities did not  hinder much  their export  promotion

strategles.

There is not likely too be a reversal of the development

towards more and more bilateral and 'Selectively regulated

areas of world trade in the near future, The present
economic  situation ig not favourable. With stagnating or

wily slowly growing world trade, the battle for market shares
1o intensifying. Every trade ﬁartnev inslste on his
p&ftiﬂulmr interests and shows little undersanding  for  the
interests of others as a whole. Becauge of the high degrec
of dndustvial dependence, the scale of the subsidy vace among
the Western industrialised countrigﬁ feads to an intervention
ey vy-—goovound,  because  ohne country’s domestic market 18
atiocther  country’s  export market.. With such a pattern of
acticn,  further trade conflicts between fhe industrialised
countries are inevitable. A  trade war between twi
interventionist governments will leéve baoth countries worge

Y
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{m
wff than if hands-off approac ';é‘r’éfT&étﬁf&d"bi‘_bc;th..

P T R

The aim of maintaining domestic employment by the
industrial countries, however, pays no attention to  the
unintended effects of the protection on other industries. If
the protected industry is a souwrce of inputs to other
industries, then tariffs or other controls on imports  will

raise cofts and reduce employment in the industries which use

Cthe protected materials. Their Jjob losses may exceed those
temporarily saved in the. protected industries. Mor covey, if

the awchange rate is fl&xible,. an increase in protection
whiich reduces expenditure on impoﬁtsAQill,Awif,nathing else
changes, cause the exchange rate:ta appreciaté. This will
reduce praoafits  in Eoth expmrting and ‘impart—substituting
industries, which would -cause employment to fall  in all
tradéble goods industries apart from those due to increased
input costs from increased protection. If,. in addition,
trading partners react through retaliation, the protection to
save Jobs would be no ﬁﬂly sel f~defeating but pafemtially
disastrous. Frotectionism, thus, feeds on itself. By
permitting more sluggishrness, it is likely to dmpalr  the
growth  of productivity and.cutput. Less growth, in tQVH,
raises the demand for  further 2 protecticon. Thus, if
structural  adjustment difficultiQ% have b&&h & wignificant
cause of the inadequate curf&nt per formance of the advanced
eoonoml e, accepting the 'Qiew'tﬁat only & more  rigorous

growth  of their ecohomies uLLI.maRe it possible for them to

return to  freer trade, the industrial countries might he
‘ ¢
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cocking themselves ino a vicious civcle.

The perceived failure of major trading nations to resist
the  draft  toward protectionism has weakened efforts to
aobilise domestic support for a more open  and  rational
brading  system in devﬁlmping countries. | At the same time,
the mairtenance of the visibly high trade restrictions in
developing countvies complicates the argument for trade
liveralization in their favour., The praogressive
fragmentation of trading regime-posea a particularly serious
threat fow developing countries which, in the absence of
retaliatory ﬁower, rely on multilateral character of the
system to guarantee their trade interests. The developing

countries themselves have found it increasingly necessary to

oo momse form of bilateral arrangement. That is, they
have i1rncreasingly requived countertrade pachkages uﬂdér whiich
foreign suppliers ofiimportg recelve payment in expart godds
which dis then thelv responsibility to market while arguably
better than no btrades at all, such barter arrangements do
introduce an additional element of inefficiency and vigidity
aind  contribute  to the overall fragmentation of the system.
Thus, praotectioniesm in industrial and developing countries
tends to  feed on itself and compounds the difficulties of
furging  an  international concensus on mutually beneficial

trade liberalization,
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Comodity Pri'ce Indices in Terms of SDRs
and Five Major Currencies
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CHAPTER 1V

DEBT SERVICING THROUGH ECONOMIC COOPERATION
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creditors and creditey governmentse. e~ the vipw

prevailed so far -~ holds that the cvisie is & temporary ane

and should be met by adhaoc financing arrangements designed to

buy tiﬁe Qntil-the sifuation:impf;ves. Far tHemﬁnopuhﬁmiﬁgxd;&
temporary financing the problem is one of liquidity and nat
of solverncy. In other words, debtor countries may be short of
cash now,  but they will eventually be able to service their
debt, mﬁE;~¥&covery i the industrial countriss, decliniing

ctiver
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af  new
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interest vates, and the increasing eff

incentives for export and inmport substitubtion tak
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The groponents of the second view agres that the  issue
iz factus , but disagree about the factz: the eV ET Y
will encugh, rveal interest v
f1oh, cantyy  exports will encountar
protectianist obstacles. The second belief g bo e mov e

real and consistent with the present international

=Sl Ra] B W

order  and the only thing that makes

here 1 Lo
restructure  comprehensively and perhaps heavily write down
external claims on these countries.

orld  Bank: president Rarber Conable has, however,
opposed  forgiving developing countries’ debt because the
proposal,  1if adopted, wqula lead to a cut off in lending to

the heavily ;ndebted countries. As he said "I think (debt)

forgiveness will ‘simply create an environment in  which na
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more  money will go ointo development and a lat of the world

will b e consighned toa poverty and to instability
8
indefinitely."
The dominant wview, therefore, has been that while,

abligations on amortization and interest can be postponed the

debht must eventually be paid in full. Rescheduling

as impovrtant methods to postpone debt obligations.

The | mounting debt burdenlaﬂdAcansequent 1argé
have led some highly indebted .countries (] ;defau;
erxample, FPeruw wnilaterally has imposed a debt ;Ee.’vicing
ceiling  equal  to & maximum of 10 percent of its eNport

*

ingome ., Feru's creditors have been forced to roll-ever  ands,

capitalise bthat part of ipterest and principal due but

uﬁpaid. In effect Feruw has tied its debt repayment to its

ability to pay. Similarly, Brazil has announced that interest
payments on debt will be reduced to 2.5 percent of GDF from
the ©.0 percent level - accepting the economic indicator’s
criterien towards debt servieing. The external assets  of
delitor cmuntriéﬁ may bhe seized in case of default, but in the
presaent world they stand as a small fraction of cutstanding
external debts. The decision to default is, of colrse, not a
wige attempt on the part of debtor countries. While the

T Iy Nusp DEpEY S EPpVEEP SRR O o

B, BEconomic Times; Apr-13, 1987.

56



bemefit to  the defaulter is the present value of future
interest and amdrﬁizatimn, which ‘he no longer  would be
regquired to repay;  the costs include attachment 'Df those
assets that are recoverable, exclusion from borrowing in the
futur e, disruptioﬂ o f internéfional trade relatians, and, the
most  important, loss p¥ foreign' pzxlitical goodwill  and
reputation.

Thus, the axpected' costs of defaults are enough to
indusé countries  to serviée their‘débt, if it is ,ﬁmt too
lavge. Qut‘the costs of default, in compari%bh to the volume
of debt, do not appear tﬁ be so large that default w111'nev&r
happen. In this context, there ewimté a Qtvmng 1nc&ntiv& for
debtores andA creditors to work out a programme of temporary
financial relief - réscheduliﬁg of debht  @ervice g
' 1nvm1untary lending =+ which prevents a loss of lender

confidence  from provoking an immediate default.

ée%cheduling is, of course, suﬁething like throwing good
money after bad. Hﬁwévev, lending'ta'a broblem debtor is
always worthwhile. as long as the new lending is less .than
debt service. If this is true, creditors are éettihg
something from their client, more than they would get in the

event of a default.

Feschedul ing, hmwevér, postpones tﬁe day of rockening to the
future furrthe borvowers. It dqeﬁ not necessarily enhance the
iguidity and solvency pasitibn s as nat to default in  the

Cfutur e, Hence what is more essential here is the output
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arowth of the debtor countries which — not  only can enhacers
thely  rcapacity Uto repay but also  ease the daprmg%imnmhy
conditions in the develop&d creditor nations.  The 48 percent
decliné in the U.é. exporte to the five mdjor tatin American
Doy e s Ve 1981-83 was a major  factor | in the
det@rimratimn =f the U.S. trade balance aver that pericd. As

viewed by Henry Kissinger:

"The UInited States needs growth in Latin America too, because
recessions in  developing countries reduce America’s  export
potential.  So philoﬁophically, I would like to change the
debate from how much interest on debt we can extract in  each

'_.
year to how much these countries can grow.d

The new initiatives like the Raker Plan do recognize the

fact  that unless growbth vevived in debtor countries, the

su ke an .unfavmurable international economic order that a
palicy decisimn which encompasses both rescheduling MEeasur es
to avold risk of default and certain other measures which can
enhance  the growth of LDOs is required, The sensible way of
dealing with a solvency prablem, rather than a iiquidity
problem, 1is for lenders and borrowers to share the lesses an
that both  would be better ‘off.  The following  treatment

attemnpte to find such a method.

B, Economic Times, April 4, 1987,
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The  proposal  of  debt  servicing L atgh &

sopyer at i on starts with the idea that  the devel oping
muuntfi&m faced with balance of payments difficulties will
et be véquired bo make amertization ahd interest paymﬁntﬁlin
full  to creditor developed countries. Only a fraction of
thelr export earning is to be paid in hard currency and  the
rest of the debt burden be serviced in thelr local currencies
to some sort of regional development banks (RDBs) which would
be vonsidered as a laoan by the creditor countries to  the
RO (This will be accéptable to the creditor cauﬁtries ag
partial rvepayment is better than no repayment in the face  o f
large scale default risk.) The payments liabilities of the
debtor  develaoping countries are thus transferred to a EDE
such  as African Development Bank or Asian Development  Ranlk.
In  other words, the EDBs would be indebted to the creditor
cournty ies to the extent of the amount of repayments
traﬂﬁferred. The working fund of these institutions, in that
CAGe, wokl d COmpPY L Ge the currencies of  the memtyer
countries,. The RDBs will now utilize these ocurrvencies for
pyromoting  trade émpangion and economic  integration  among
the  major amumt;ieﬁ. T thié end; loans givernn by the RDBs
should  be used for making purchases in the respective
countriesl in &xchange. for the original debtor country’s
currencies.  Such  purchases would héve to be made in such a
way that these transactions would not’ result  in VSwitch

aperations,
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Thus the proposal eﬂviﬁageS'that the creditor developed
countries, instead of asking the debtor developing countries
to discharge thely repayment commitments through achieving an
export surplus with themselves, should allow these countries
to oo w0 through additional exports to ather developimg
countries ever and above the level of efportﬁ which could
take place in novmal circumstances. This lmplies that  the
developing countries which recei&& theae @mpwrtm w1
increase their debt liabi]ifiwm o th&b creditor  developed
countries to some  extent as thé debt liabilitiew of {he
developing countr ies which export these goods are reduced. Ao
far au the creditor developed countries ave concerned, thig
proposal would mean that tﬁ&-repayments_due teo them from  one
debloy  developing country or countries are re—-lent  almost
simultanecusly to  another developing country or countries.
This process can cantinue wuntil all the developing couptries
have built up theif competitive industyial structure
gufflriegtly to enable them as a group to raise their e%povts
to the developed creditor countries so as to discharge their

detit abligations to them.

But  any developing country taking laan in soft currvency . and

Fepaying in hard seems unrealistie. Hence a more realistie
. 10

appruoach, as was presented by V.C. Shah, is that develaoping

1O, V.o, SBhah, 'Linking Debt Servicing with Economic
Covporation?, TEJ-196€8. p.196
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countries rveceiving local  currencies would from  the view.
Cpoint o of equity be r&quived to repay the loans in their  own
cuwrrencies. This implies that the mriginal debtor developing
countries would continuwe to bear their mbiigétions regarding
amcotization and;intereﬁt payments to the creditor develaoped
Eﬁuntrieﬁn The fepayment ﬂbligatioﬂélof the original debtor
develmping coumtries_@ould, however, be discharged after a
périmd of 1520 years, Qhen they would have achieved a viable

balance of payments position.

The baéic assuwmpt ion underlying this gcheme is thét
imdividual developing countries are at di fferent stages of
devel opnent or are growing at disparate rates, though all of
them are gr@uped under ohne cmmmmh‘mategmry aof  Ydeveloping
countr des’ . This implies that the output patterhﬁ ‘mhd
consoquently the export compositicon of these countries ol ffer
wi th fdi fferent degveesl of  comparative advant ages o
dicadvantages and  skill formation. Some  of  the W
inthilrialsed countries among th&deVéioping countrles ﬁhﬁuid
be  wenabled to export certain items of their manufactured
autputl to these further down thé scale of development against
theilr  repayment liabilities. There are,' i fact, many
industrially advanced countries among developing countries
like Argentina, Hrazil, Mexico, South Africa, Israel, India,
Tailwan, etc. who have the ability to supply captial and

intermediate goods provided hecessary ocutlets are opened.

bim far as the existing debtor developing countries arve

concerned,  the proposal  may have two major  dmplicaltians.

L]

61



Fivatly, @qilven 1h§ level of sxport earndhgs, a develaping
covntry  would  benefit by the availabi}ity af  an inctwamod
amown ot free 1oreign exchange., The increased amount of
foreug exchange would‘in tUVﬂ-eH&bl& a developing country to

acuire a greater degree of freedom in its impovt policy.

will have to generate additional exportable surplus

equivalent to the amount of its lacal currency which wouwld be
utilized by other deyeloping countries. Only then caufd a
debtor couwntry ;éally secure the advantage of having a larger
amount of free foreign exchange. In the absence of additional
exportable  surplus, increased export to other developing
cogntvieﬁ would  take place at  the cost of expovtﬁl to
cdeveloped countries. It - would therefore be desivable to
gpeci fy the condition that a deQeioping country discharging
its debt servicing obligatichs would take advantage of the
sohems @ long as 1t does not accunulate its currency with a

FDE above a certain celiling.

As regards the beneficiary developing countries are

additional amount  of tied loan from other developing
countries through RDBs. Since net loan from DEs ie assuwmed

to be uaffected by the scheme, developing countries will
find that there is net addition to the amcunt of  external

resources available for financing development programmes.

In addition, debt servicing obligaticns arising from the
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Towmal  currerncy  loans will not impose severe strain  on the
balance of payments of the beneficiary devel oping ﬁﬁumtriwm,
bécaume ‘&MOFtiﬁatiQH and infﬁyﬁmt payments by them would be
i their awn currencies. The ewtent %é whi&h local  currency
leans  will  be demanded by the developing ooluntrices wmuld,

Wowever , depend on the scope for utilizabtion of such ald.

The ﬁch@mé alsn  solves the problem of  appropriate
teohnology  that  the .developihg cagntrieﬁ face because of
h&&vy.depeﬂdeﬂce Tyl importﬁ 6f capital and intermédiate goods
from the developed countries. The capital goods are prmdu;ed
and  used in industrially advanced countries because of a
certain degree of development of what Prebisch calls
"téchnmlmgical density" défined as an accumulation and
dispercal of skillas and technical knowhow of all sorts  among
a wide category of pﬁpulatimn.‘Theﬁe'gaadﬁ produced in such &
technw]mgiéal and  social milieéuw invafiably call for a  high
prooapovtion of capital per unit of labour.. Thus, when such

goods @re trangplanted tiz the countries which are bereft of

they cﬁhpel the adoptioﬂ of techniques of production  which
.arﬁ not i conformity  with  the prevailing V@B O
endowment s, leading theveby o uneconomic use Sf the scarce
faotoo s mf'prmducfimn. These difficulties, however, will be
largely eliminaéed if the capital goods produced in the mare
industrially advanced of the developing countries are
exﬁorted to the industrially less advanced. Thus the flow of

goods from the more to the less industrialised developing
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sountries may be rewarding from the point of view .mf
efficient a&llocation of factor inputs asithé di fferences 1in
technological  density among the developing countries are
smaller.

This does nob,  however, imply that the developing
countries shouwld be prevented from using capital goods  from
the DCs. It only emphasizes the pﬂint that a more wfflolent
allocation of resources consistent with factor endowment will
e achdeved i F 0 a smooth trahmmiw%imn af  the  wmest o mcdery n
Eechimal gy ie. effected by exporting 1f firast to the
indusbe {ally e advanced among the developing countries,
wh;ﬁh o turn can esport still less sophisticated  techhnology

oo e 1mduatria11y\le55 advanced in the group and o on.

Ancther lmpoviant point abogt the LDCs 1is that ir their
abtbenpl  for elther export-prompticon o  import-substitution
industrialization they fail to reap the beneflits from tHe
Slze of the market and economics of scale. This is so because
o f thé splitting up of industrialization process  intao
FRATEY G cmmpértmmnta stemming from the tendency of many of
thege countries to frade mord with the industrial centres on
the trasis mf”mld tradational patterns, rather than among
themsel ves through refashioning .the comﬁasitimn of  their
copor bo. The  propusal of debt-servieing through  economic
Cooperation by providing an emtensive market Ay tHe
devel aping vCUUHtVi&B for the products of LDUs provides the
opportunity  to " eaEp the benefits of large scale production,
anc,  thaeveby, .r@ducing the production costs,  enhances the

-

64



international competitiveness of the LDCs.

Goo far as the creditor countries are corverned,  to bthe
ewtent  that the repayment liabilities of the developing
Ccounteies  are  selt off against additional expurtﬁl to  other
countries in  the same group, exports of  the devalobed
countries may not gain divectly as in the  case of direct
asglﬁtamme,‘ But this objection appears to be superficial.ﬂf
the debtor developing countries are permitted to liquidate
thwir repayment  liabilities against additimnal .&xpartg. to
other developing cmqntrie%, they would be in a position to
use a part of their Hmvmal export earnings, which would have
been b her wise divected towards meeting vepayment
»phligétiéng, for  financing imports of more sophisticated
variety from the devéloped countries. Increasing exports of
the creditor Dis can samebhow be guaranteed, as according to

11 v

Ehat hat e, by providing in the agreements between debtor
and creditor céuntries that a proporation of the free foreign
exchaﬁge} resources  would be used to buy goods  from the
cvéditmr;cmuntriea th have foregoné thelir repayments.

Orve ‘ problemn méay Carise from the side of ,fareignwaid
administraticon. Since thé debtor countries wolld be givén a
mcoe @t o ium for 1ﬁ to 20 years, the grogs volume of  aid
flowing from creditor countries to.developing coubbries will

decline. Such reduction in bilateral aid‘miqht wadlien  Lhe
11. Deepa R, Ehatkhate, "Debt Hmrv1aing asoan Ald too .
prromotion of Trade of Dev&impihm Countvies, OFF-1966.
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leverage which developed cuuntrieﬁ desive to exert o Yhe
developing countvies for ensuring an effective utilization of
il Th; technique of foreign aid admihiﬁtv&ﬁimn @il o b
such s ba pregsent repeated opportunities to the creditor ta
furnich  lechnical assistance and policy advice to the L.DCs.
The shorter the terms for which loans are given, the 1argef
the  number  of chasiamskom which LDCs will be compelled to

rencgotiate  their coredits. Each such renewal provides an

s3]

cppertunity for oreditors to assess the performance of  LDCs
and =tipulate new cohditions regarding projects and policies.

A virtual moratorium on debt service for, say, 15 to 20

Ayear%, envisaged dnder this proposal, implies a substantial

velavation in the control mechanism implicit in the existing

pattern of foreign akd administration.

Whether the %reditors will be prepared tﬁ velinquiéh
contral is doubtful. However, it is clear that the proposal
contemnplates  essentially a delegation of respansibility - to
RDEs rather than dismantling of all cqnfrols. As accaording to
Favi Gulhati,lé the éxpert staff of EDBS‘will continue, under
the proposed arrangements, to play the role af  consultants
and  advisers in identifying investment opportunities, in
ddtermining the engineering, Ffihancial, administrative, and
ecwnmmiq features of 5pe§if1c projects, cand ip mupervimiﬂg

the erecution af  loarn financed s Fresme s, Vi swed in

perapective, the proposal is rot that creditors should vetiye

.
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Loe Bavi Gulhati, ¥ Servicing debts A commant, TET-1908.
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from the zcens bhut vather that they showld deleg

sbe & part of

the administrative routine to EDBs.

Several obher aby jeckioms Lo fhi% proposal  may b& well
per celved. Firstly, the wvexing :prmhlam o f Ytigd-aid?
continues to be there. There is growing recognition among
LIMie that the real value of ‘tied-aid®. from er&ditorﬁ is  far
bhelow  the nominal amounts of such transfers,  and the most
important, 1t denies them the oppoviunity of buving in  the
cheapest market. I this ocomtext  the ddea of gesltting

adoiti

srtal dose  of tied loans from each obther may not 5rﬁu§&
mush enthusiasm among the LDCs.  The problem, however,, 18
particularly serious when the loans are bied rnobt  only
geographically but also to commodities which can be purchased
with such tied loans. Thern the possibility  of tyade
Pawitohing? by some LDOs at the expense of obther LDOs can not
be vuled out. For evample, country-f may purchase nxmmnd1b/ ----- X
from country-B, financed by tied loan, and then sell-x in the

developed worleg obtaining convertible foveign  eunclh

this  instance, oountry.B will gain litdle by the
arvangensnts. This objesclion, howsvery, can be defended in a
way thalt counbtry-a8 will be reguirsed to Cﬁmputw with country-B
it the markets of the developed countries, and that too after
adding the cost of tranmsport and stovage tTo the supord price.

Thus Jtherse is no special dncentive fov oo

oo dndulge
i such switching operations. It dis ase 17 country-A ig  mnot

getting any free foreign ex

hange through her  normal export
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Such  dmpediments  like trade switching in  the way of
expanding trade among developing economics can be rvemoved, or

at least minimised, fthrough the intervention of EDBs. Their

which reducs the

il e Wwill bhe to provide
disecohomics of tied loans and  which provide effective
conbrols  on pesrverse  Tawitohing® transactions of the kind
descyibe abrove.  The only way to reduce the adverse side
affects af tied loans s to introduce & measure o f
competition among LDDs for securing export orders from  EDBs,
The expert staff of bthe EDE will advertise lists of  goods
required  for projdects or programmss 1noa particular LDD and
all other countries ih the region will be £ligible toa bid for

these ovders. Thvough this procegss of regional compeltitive

Bidding, the REDB will protect the inter of o the Dovvowing

membery and also gehnevates a powsryful incentive for  dmproving

the gquality and efficiency of industrialization in the area.
ALL LDCs will be obliged to make sure that  thelr looal

CUY SRl es

eld by EDBs do onob rise abﬂ?e a speci fied 1év&1.
Inm the event that a particular counbtry is umable to oblige
&xpdrt crders commensurate with the debt chligations 1t has
transferred to  the EDE;, the latter will be smpowered to

impose 6N appropryiate penalty (Fayable in convertible foredlgn

obher di

exchange? or bake

iplinary action.

The solubion to the cwwmalative problem of debt repayment

lies in promoting  the export of manufacturers among  the

developing countries by enlarging the scale of operations  to
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take into account the possibilitiss of a wider market 8o as
tooaveid a splitting up of the industrialization provess. For
thie LDOs, however, to be ftold that an enlargement of the size

cof o the market  would help  them bto become porters  of

mardfactures overlooks  the additional import demand such &
transformation  of  their ioternal economies would entaill  in
Mem. To matoh the guality and price of the products of the

geveloped countries the import content of industrializabtion,

whether for import-substitubion or port promotion, 1S very

for inter~LDD trade

high  for the LDOs.  Henog any proposal

arily mearn the enlargement of lmports of

expansion does neo

from  the credibor develiaped countriss and thus widens

deficits of the debhiter LDOs further.

Table —IKgives us am idea about the past sqperiencs I

sope maE jor Integyated areas among the LDs.  The progress and

achievemnents of integration i many of thess ames  mist  be

Judgsd to have been less than satisfactory. &5 is  revealsd
from the Table~ for the LDD groupings, intra-trade as a share
of the tobtal sxpords of the integrated area is very modest in

o

the best case (ABEAN 23.1%, CACM $1.8%) and  insignificant

(lesz  than 10%2 ir med CAGES. The value of intra-trade

1 billien im 1983 only in the

H

exceeded U, 8.
arcl ABEAN. Compared to the BT or the CMESA (council for Mabual

Fooromic Assistancel.
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intr actrade  among the LDC groupingsvhaﬁ evidently been less
inportant, accounting  in both the EC and the CMEA for  morve
than half of total trade. It ié clear from the Table thal in
the early periods of formation of the groupings,  elimination
Vaf trade restri;tiwns iﬁcreaﬁéd the volume of intra-trade -
even more than exbernal trade. For the ALADI the intra-trade
af o ke group increased from 7.7% (1960 o 13.0% (19700,
while for CACM it increased from 7.5% (1960) to 26.8% (1970).
After this successful 5tafflthe trade stimnulating  effect

"b@camw_weaker, with the exception of the ASEAN.

The dmportant  point heve is that while intrawfegimmal
trade among developing countries in Asia has been growing, in-
case  of countvies belonging to the Western Hemisphere it is
d%:}ining fullowing thé onset of the debt crisis. This is so

by s s s

that heavily indébted countries have been compelled
too shift  theiv ‘exports away from  trading partners in
regional payments  arrangements toward anvertible CUY Y eRncy
markets, inorder to earn the foreign emchange required to
Servioe ﬂebt,

What is then the po%sibility af further trade expansian
among o LDS groupings? Consider, for  example, two such
groupings: first, perhaps the moet successful of all  LDCs
groupings, the ABEAN;  and second, one that has enmerged very
recently, the BAARI. In each reglon there 1 one  large
coauntyy  populatios Qiﬁ@~lndwnﬁmiﬁ and  India. ALl the
countr les of the B8AARD reglon belong to l@w per caplta  droome

group  while those of the ABEAN reglon belohy o middle per
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capdba  dncome  groap (excﬁptiﬂg.ﬁihgapmrw)" lecline In Lhie
mhare of agricuwiture in GDF in the ASEAN region has Leen much
friter  than that of similar share in the GAORD  regron.
Interestingly, the shares of the service sectors have
declined ~ &n  the ABEAN countries Cexcepting Indonesial,
vhereas the same has increased in  the SAARL countries
(excepbing  SRI LANKA).  ASEAN countries are relatively more

[
i

expurt  dependent than the SAARC c&untfi&% (excepting @
Lankad.  In recent years the ASEAN contries are being
increasingly adversely affected by ' the reﬁeﬁﬁimnary‘
tendencies  in the developed world while the SAARC countyies
bheinmg velatively less open, - are able to either maintain or
evel impyrove theiv growth p&rfovmance.’ In fact, it ig due to
this  relatively greater resilience of the SAARC countries to
the ewternal shocks, the ASEAN countries have shown  some
special  interest in having cleser trade relations with the

South Asian Countries.

As - far  as revealed comparative aanntage mf’the%e. two
groupings  is cﬁncerned, the SAARLC Countries show a  strong
comparative advantage in orude materials, basie manufactuwrers
and unclassified goods but & strong comparative dis—advantage
in mineral fuels, Chemicals and machinery. The ASEAN pattern
o f compafatiVe ﬁdvéntage_seemS to be no different fraom that
of_ the  SAARLD, With similarities in the patterns o f
comparative advantage, avenues for trade cooperation could be
found in the dorvection of intra-industvy specialization  and

Lrade.
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Imtégvatimm implien therefove the disintegration  or
natimnmi gtructuw es which have mubﬁ&quenhly to be amalgamat wd
tm_ fooe 8 new %tructﬂre ﬂf regional  level acoording to
Wl Fovm wfitwriﬁ. This is the main reason why integration can
only be locked upo as a long term process.  In this context
the scope of the proposal for debt servicing through econcmic
cmupwratiﬂn ig likely to be limited in view of {the lack of
diversity in the maﬂufécthing aectors in the LDC%.-Thm tied-
boovviowing from  a LD would, therefore, be confined to  a
fairly narréw range of prmductﬁ which ﬁay or may not swit
bey g deveiopm&nt requirements. For evample, 1f U.5, assitance
to FPhilippines were to be channelled through India, the
former may  find thaf Ihdia can offer her every kind . of
equipment . except that for setting up a type industry which
she wanbts to set up. Or that while the FPhilippines wants
insecticides and fertilizers for strengthening her 'vubher
industry India can of fey wmiy Bteel;. or wWhen fhe Fhilippines
warnts  generatlo¥gg of a given capacity India can of fer dnly

small or larger omes; and 0 OGP

The praoblem here is the same as the one faced by India
“during the Second and Third Five year plans regarding imports
of  development goods  from East  Euwropean  Countries like
Humger y, Cgechoslavakia, Foland and Yugoslavia agéinst
assistance and bilateral trade agreements. Each country had a

certain  industrial @ structure with particular  emphasis an
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certain  industries, with different scarcity situations  and
.with.different levels of techhnologlies. India had ﬁm wEs most
of this assistance because she had a large number of projects
and  not enough foreign exchange to impﬁvt eguipment  fir all
af them and she had to wminimise the econonic disadvabitage by
ad just g and  swswlitching ita requirﬁmmntm hetwesn  thes
: 13

contries.  Bn this context, as viewed by Honavar, "
Lhese diffiaulti&m would be  wmuch  greater 11 developlng
countm@s  like India were to be a source of imporbts  because
the oextent of their imduﬁtriaiizatiaﬂ_i% less Lhan that of
the East Huropean countries referved to abaove, and  hecause
the dmporting countries way be  smaller and  even.  less

sophisticated than India.

The abave view appears town extreme. It ie evident fvam
Lhe Way developing couritries have per formed in the production
and exports of manufactured products recently.  The share of
develaping countries  in the total  world exporte of
manufacturers  has incredsed from 4.3 percent in 1963 to 1204
Cpeveoent i 1985, No deQ&lmping econdmy~figur@d ammﬁg the
ugrld’m Lop  thivty exporters of  manufactured products  in
1965, Twenty years later Hong Kong and Republic of Korea were
among thie tmp fiftesn, with éxpart shares close to those of
Swedern and Switzeriamdu Singapore and Brazil were among  the
top twenty, With export shares close to those of Denmark and

Finland. Tablew!! reveals the extent to which the manufacture

120 RoM. Homavar, "6 Comment® IEJ-1368
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7w Coumtries.

Manufactured
exports(millions
of dollars)

Industriai Marketl

Dept Service as percentage
of exports of goods and services.

1965

1985

1970

1985

Mexico 165
Brazil _ 134

Argentina 84

Algeria 24

Chile 28
Costa Rica 18
Peru 5
Turkey 11

Singapore 338

Thailand 30
Phitlippines 43

Indonesia 27
Israel 281

Korea Rep. 104

* Only debt service on public debt.

Source: World Rank, World Development Rep
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procucticon of mome'majmv developing countries has expanded.
The perv fovmarce  in case of major debtor countries lilke
Mexico, Argentina, Brazil, Peru, Turkey, aﬂd Southbﬁovea‘ig
autstanding.  But the need to earn hard currency ta repay
interest  and am&kfizathn led many of ‘theﬁé countries  to
divertv @ larg@’ share of their manufacture esxports  ta the
markets of developed countries. 6As @8 cbeaf from Table-
the share of Mamufacture exports entering  the markets of
developed countries increased from 71% in 1965 to 90% in 1985
for  Mexice, from 6% to 41% for Costa,ﬁica,v and from 51% o

2% for Faru.  The table, however,; speaks that thére is
substantial potential  for trade expansion in manufactured
products  among  the developing countries. Tablejiii alsao
reveals the way the manufactured exports  from .develmpiﬁg
countries  have b@cmme more  sophisticated.  The q&veloping.
countries have diversified from traditioﬁal labour—-intensive
praoducts (such  as  textiles, footwear) oy bthose based on
natuwral resources (such as chd& >pwtrach@miaalm, Cgrk, and
paperdy  to Chemicals and gngldnesring  products, In this
context,  easporte tao other dav&lmping contrles Tan rgth&r L e
cunslder ed  as the pre-vequlsite for successful sales «fforis
to divdustrial cowntries.  Aw an example, in the cawe of  Lhe
eriptinesring  industry of Taitwan the sales efforts of a serics
ol pwportant brwducers were firet divected at the markets of

Bt h-Fe

st Asia béfore the attempt was made to  enter the
mavkets of the industrial countries.

The  growth process of developing countrles hao  run o
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TABLE- X!

Structure of manufactured exports from developing countriés. 1970-84

Description:

Share of developing
Countries' exports.

Growtin rate.

1970 1984 1970-84
Traditional manufactured
axports -
m{yabqur intensive) o :

sxtiles and appare]l 31.3 24.8 11.8
Footwear 1.8 9 18.2
Other labour-Intensive. 2.9 2.3 11,6
Total 36.0 30.0 12.4
- (Resource based) .

Wood and Cork. 3.6 1.5 6.9
Paper manufactures 0.8 1.1 17.6
Other resource-based 0.8 0.9 14.5
Total 5.2 3.5 12.2
Non-traditional Manufactured
Exports.

Electrical machinery. 16.1 16.7 14.1
Chemicals 8.3 9.9 15.3
Non-electrical machinery 4.2 8.7 20.1
Transport equipment 2.6 5.2 20.0
Iron and steel 6.2 6.5 14.2
Other non-traditional 21.4 19.5 12.9
Total. 58.8 66.5 15.1
G.Total. 100.0 100.0 100.0

Source: World Bank, World Development Report, 1987.



auminmﬂ A major  obstacle - the acute shortage of  foreign
gav hoange.  Mounting dmport veguirvements, lagging ewporta, o
the vising burden of servicing the outstanding external  debt
arvey  all  symptoms of the some malai;eg Bome  Bold  and
imaginative initiative are new needed to ear )y ange
internattonal financial rGlafimnﬁ s that a freah mtart"may

=l o f

beé made in the effort to promote d@V&laﬁment.-Th& oy capye
debt wevwvicing thraugh ecannmin cooperation among the  debtor
countries e just a prﬁpmsai to provide a partial solution to
the grim international situation. As a finél werd, we find a
major  problem  for  regiconal economic Eﬁmpwfatimn is  that
hearly every LDU has & separate currency, So thét clearing
agrecments  are requirved. Othervwise traders nust de business
in  ome o more DI ocurrencies and are constrained by their
relative scarcity. In this context some opine that not  only
the deposits af governmental and: éemig&verhmemtal
institutions of developing countries, but alsoc a large
participation of Qéveluping cuumfrieﬁ should increase in  the

banks of other developing ocountries, i needed in  the

Ui

purchase of financial instruments issued by Dthér developing
countries in the international capital market. The proposal
of partial debt V?payment in local curréncy and its relending
to aother developing countries for expansion of  intra-l.DC

trade, may solve this problem in a better way.
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Tive vl e af  ihternaticonal  mongtary organisdtions has
windeni ably asgsumed cfucial lportance in the aftermath of the
global debt crisies of 1982, The IMF-~ World Hankl nexis  not
only acted as a condugt for the flow of fiancial yesources to
the cash starved developing countries but also carved out
ad justment progyammes for the beleagured economies. However,
the bitter dose of stabilisation programmes thaﬁ WAas
comtingent on the availability and use of aofficial as well as

privateyfundﬁ was tio be swallowed by those countriles.

| Fegardless of the severity of the adjﬂﬁtment pProcess, or
ite success or failure, the implementation of IMF sponsored
puiicieg has reshaped the ecanomic and social relationships
within naticnal economnies and between the national and  World
economy. As an integral part of Western capitalism the IMF
has contributed towards ré%tructuring. Third World economies,
apening  them to exports and fl%ws of capital in periods  of
Nmrid‘expaﬂgion; extraction and transfer of Surplus froun the
Third World to the West in  times of debt crisis;  and
enforcement of economic obligations in times of declining
income and World-wide economic cmntracgian. The IMF does not
act independently, nor does ites symbholic representation as an
international body signify that it is anythinééiw%ﬁ than o
pmlitical econamnic fonstrument for Weaterh Capifal. Thﬂ-IMF is
noosigniflcant  actor but ity effecyiveress 1e bhased ot the

e onamic dnterests 11 represents,
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According t§ the first Articles of Agreement, ane of the
IMF’a basic purposes wWas tﬁ facilitate th&_ ewpansion  of
“halanced  growthe i iﬂtevﬂatimﬁa1 tirade, apd EQ ﬁmﬂtvibutw
thereby %o the pronotion and mdintendnce of high levels of
employment  and rveal income and to the dﬂV@lﬁpm&nt af  the
productive resaurces of all mewbers, However; as the  winld
changes  the old  tuncticons of the internatioral financial
institotions may leke on new roles and new fupcticns hay be
desivabile, With the onset of the debt crisie, the Funis
functiong have also changed muﬁstantially. In helpinhg to
manage  the crisis it has contributed in three main WaY i}
first, as a source of exceptichal financej second,  as  a
catalyst  for  financing froam  other mfficial and  private
G T e and, third, as an agent for the design  and

mertitoring of adjustment programmes for the debtor countries.

Fund  progr ammes afe usually ihtroduced when a country’s -
“ooRnomy 1S in severe  imbalance - egt&rnally, with large
crvverntt account  deficits in the balance of payments, and
internally, with high rates of inflation and deficits in the
domestic’ budget. In arder to correct these imbalances, IMF
priogr ammes Wse  three types of policy. One is to restrain
demand, through cuts in governmeﬂt spending, limits on credit
creation, increases in taxation, and restraints on wages and

public sector employment.

Another is to encourage the channeling of vesources into

tradable goods, through devaluation in the country's currenncy
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and  through price reforms.  The Thirvrd is to dmplement  such
measures  as  finapcial rveform  and  import liberalization
intended to, raise the medium — and long-term efficiency of

the economy.

The increasing importance of the TMF as & divect lewsder
and  catalyst  for  a growing praporiicih of the transfer of
financial resources to the debtoy countrlies of  the  Thivd
World has led in recent yeavﬁ‘tm an intensi fied debate abomat
its policy of chﬂditimnality and Lthe und&r]yinu cancept of an
adequate adjustment/financing mix for countries with balance
of paymenté problems. The high conditonality laans aof the TMF
are composed  of the upper credit tranches and the 'éwtﬂﬂdﬁﬂ
fagilityu The conditionality of the upper redit trapches
takes the following form: The recipient and the IMF negotiate
a st aned ~hy agreemenﬁ which consists of precondltions,
per tormance criteria, and a lettér of intent specifying a
stabilisation programme. So far as the LDOs are concerned,
bectause of their small quotas in the‘?und ahd liMitéd ability
to mabilise other sources of crdit cutside the Fund, they
very oo exhaust unconditiconal credit and reach the stage of
condil tional financiﬂg; Table;xr reveald how IMF lending under
the Upp ey credit tranches has expanded significantly
éhrmughmut the eighties, consequent upon the onset of  the

debt crisis.

There is growing agreement that given the structural

conditions prevailing in developing countries and the kind of



Outstanding Fund Credit by Facility and Policy, 1980-87 (in millfen of SORs}

1980 1981 1982 ‘ TIE3 984 1985 1986 1987
a b a a b a b & b a b a b a b
Regular Facilities. 1,606 20.0. 2,349 24.6 3,206 21.7 4,721 20.0 5,197 16.4 5,511 16.4 6,315 18.2 6,579 20.8
| Compensatory Finan-

cing Facility. 2,875 35.8 2,617 27.4 3,643 24.6 6,837 29.0 7,304 23.0 7,490 21.4 6,430 18.6 4,779 15.1
Buffer Stock
Financing Facility. 74 0.9 - - - - 907 1.3 37 1.2 237 0.7 73 0.2 34 0.1
011 Facility. 2,494 31.0 1,581 16.6 565 3.8 27 0.4 - - - - - - - -
Extended Fund
Facility. 487 6.1 980 10.3 2,115 14.3 3,317 14.1 5,568 17.5 6,529 18.7 6,498 18.8 6,242 19.7
Supplementary ) '
Financing Facility. -502. 6.2 2,018 21.1 4,112 27.8 6,039 25.6 6,920 21.8 6,310 18.0 5,276 15.2 3,769 11.9
Enlarged Access | A
Policy : - = - - 1,160 7.8 3,342 9.9 3,378 20.1 8,836 25.4 10047 29.0 10,247 32.4
TOTAL: 8,038 100 9,545 100 14,802 100 23,590 106 21,742 10C 34,973 100 34640 100 31,646 100

a- Amount, b- As percentage of total

e: IMF Annual Report- 1987



evtermal imbalance to which they are subject, an adjustment
strategy based selely on reatrictive monetary and fiscal
policies combinedd with exchange rate changes entally
excessively high casts in the foarm of  lost  growth  and
employment and aften also has  #Hdverbe gl uetural i
distribution effects. Thus, the batting average of planned
stabilisation pragfammes, especially in the pocrer county e
has ot been~gomd. A high preoporticn of such prograpmes o
abandoned  in mid-term. Others ére tachniéally completed by
the facts that performaﬁce targeté are met and all loan
instal lments drawn, but Sériags difficulties often recur

within a matter of months.

Virtually all Fund programmes involve restrictive
monetary policies, especially ceilings o the raté rf
domestic credit ewpansion, whether by the baﬁking system as a.
whole or by the central bank. Inorder to judge the effect of
contyacticonary monetary policy on the growth of  output  in
developing countries, some recent empirical evidence has been
assembled  in Tabieﬁ&ﬂ. It sunmarizes the first yea; effects
mn o the rate of growth of real cutput (GDP or GNPY of & once
foor all change of 10 percentage points in the rate of gvﬁwth
o either money ov doméstic credit, holding everything else
‘cmnstmnt“ The studies listed in the Table indicate that on
average a 10 percentage point reducticn in the growth of
moey o domestic credit would reduce the rate of growth of
output by less than 1 percentage point over one year. (The

median value of the estimates in Table~II being 0.8 percent)



TABLE- XU
Ghort-run effect o the growth rate of cutput of a 10 percent
change in the growth of money suply or domestic cwedit.

Study. Cotintries Folicy variable  Effect an
(Rate of Growth) Growth of
cutput.

Aghievli and 8 developing Domestic Credit. - 0.8
Elvan (19800 countries.

Baryo (19790 Brazil, Colaombia, Mianey 0.3
ared Mexico.

Ele jer and Mewi oo Domestic Credit. 0.4

Fernanda ©1984)

e jer and =24 developing Credit to the 0.5

Fhan €1984) countries, private sectoor.

Edwards 9 Latin American Mo ey 1.7

CLRIB3a0 cotntries,

Fiwards I Latirn American Moaney : 0,8

U830 countvies,

Edwards 4 Latin American Donestic Credit L&
L1383 ) countvies,

Harmson (1980) S Latin American Money 1.0
countries. ‘

Elvan and 29 developing - Domestic LCredit. 0.5
Fiodght (19810 coauntries, .
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i

Study. Countries , Policy variable \gffect;on
(Rate of Growbth) EQthh o f
ot put.

e 1 i 4 s i b a8 1 S8 e 8 o S it S i e e e s 4 s £ s S e 7 e Rt 9 s s 18 i S S e S i S ks S i S s S et s e i b e e

.

. -y

Leddey man " Colombia and Moey : 0.2
193840 ' Mexico,

lLipschitz Forea Mkey 0.7

Van Wi jnbergen Eorea Mo ey 4.0
C1aed) C

1o Effect on real GDF or GNP (in percent) over one year.

<o Slmple average of individual country effects.

Jo Cunul ated effect over four quarters.

Hovrces IMF Oocasional Faper, Noo-41
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Thie result suggests that even the rule of thumb proposed by
Hanson (19801 - that in developing countries a 10 percentage
point  change in the rate of growth of the money supply would

atter output in the same divection by about 1 percentage

paint - seems to be somewhat of an over estimate,

of all policy measures recommended by the Furd,
devaluation has provoked the most criticiém,  One  extreme
criticiem is that devaluation riat only failﬁ o iprove  bthe
current account of the balanice of payments, but also induces
stagflation in  the prmﬂééﬁ. Even if. wuch & policy 1w
wffective in changing trade flows, it is still regarded as
too costly in comparison with alternative palicies to improve
the balance of payments. Another argument to support the view

that devaluation exerts an overall adverse effect on  growth

tend to rely on the assumption that, devaluation
redistributes income ~ to groups with a relatively low

marginal propensity to consume and that the consegquenc
recduction  in  aggregate domestic demand bhas a  depressing
effect on - domestic supply, which more than offesets  the
increase  in the country's exports., Some empirical  atudies,
however, exhibit quite cantrary viewes. One study by Hhén,
for evwample, indicates that the Marshall - Lerner conditions
for  devaluation to be %chessful in  improaving fhe trade |
balanﬁé were satisfied in 13 of the 15 developing countries
included  in  his sample. TableFjﬂB exhibits a set of such

empirvical studies to show the results of a 10 percent
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' :
Effects of a 10 percent Devaluation on the Growth of real GDP.

Study. v Caountry Effects an growth of real
GDFZ.

Gyl fason and Brazil, India, - ~0.8,1.1
Bochmid (1382)  Pakistan, Philippines, vrvespecti
Tur key. :

Nugint and 16 Latin American €,
Gl exkos (1982 countvies. .

Fhan and 23 developing o -1, 5
Fvight cauntries,
C1987%) 4

- 3
e anagon (1383) FKenya. : Ot Lt

Teaylor and Thailand. 1.0 to 3.3
Boosenswel g
(1934

1. Over a period of one year,

e In percent.

3. Depending on the degree of wage indexation; the lower vialue
covresponds to pero indexatimn and the higher value to  full
indexation.

4. Covvesponding b assumed  low  and high export price

elagticities, respectively.

Sources IMF, occasional papér, No.g1,
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devaluation on the rate/of growth of output in the Cfivst
year. The dispersion of the estimates depends primarily on
the underlying values of the supply-price elosticities, and
generally the results indicate that the relative price, or
supply, effects outuweigh the regative demand-side effecta. As
a result, output growth would be higher after @ d@vmlu@tiMH

vather than lower.

The IMF palicy package actually, however, rvesulted in o
tleflationary cyﬂlé, inckeasing unempl oyment; savage ek bra b
Th essential imports, ahd,i worest of all, hyper inflation,
Sance Lhe IMF was guided solely by the per formance criteria,
the  coritics contend that the overall dirvecticn of  bthe
ad justment effort was lost %ight‘of and that, onseguently,
the mechanical application of critéria turned out to be  buoth
111 conceived and counter productive. The IMF conditionality,
1t is alleged, attacked the instituticoral frameworlk of membey
countyies,  For o oa number of Latin Amevican codntiries the ITHME
officials insisted on a radical and substantial reduction of
real  wages  and reduction of food subsidies for  the poorer
strata of the popuiation.  There is no gain-saying that the
CTITMF T dmposed stabilization programmes resulted iﬁ one of  the
wiorat phases of deflation in the Latin American economics in
particular and in  the eranomi es of the Third World in
ggneral; For instance, the IMF's deflationary brescriptimns
brought about asmuch as a 20 percent reduction in per-capita
real income  in the worst debt affected countries in 1984,

relative to the 1980 level. The import squeeze of some of the
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ma jor  Latin American economics was yet another debilitating
rmn%ﬁuqnce. Faor esample, the level of imports in Mexioo
declimed from $ 24 billion im 1981 to % 14.4 billian in 1982
and to just $ 7.7 billion in 1983. Importé in Brazil d&ciined
from $ 19.4 billion in 13982 to $ 15.4 billian it 1983 and  to
& 12.5 hillicn on an average during 1984-85. The aggregate

tvade balance of  Argentina, Brazil and Mexico together
shifted from a deficit of $ 2 hillicn in 1981 to a surplus of
¢ 24 billion in 1983, Table-XWW presents the cuwrrent account
transactions of 1% heavily {ndebted countries., While the
averall imports of these countries declined fram s 132

bBillion in 1981 to % 79.8lbillion in 1984, the trade balance
improved  from a deficit of $ 5.3 billon in 1981 to a surplus
of % 43.4 billion in 1384, Hawevér; looking at the  import
elasticity of demand, the severe cut was responsible for
slowing down the GDF grath ratés in most of these countries

in varying degrees.

Some  empirical  cross—country studies however  exhibit

!
quite contrary  ideas  on the relationship between Fund
Py ogr amme s and the growth rate. One wuch  study WAL

14 :
by Reichmann and Stillson (1978), who examined the impact of

70 stand 'hy arrangementﬁ tmplemented oaver the ten-year
presv o 196372, They used before-afler criterivom Viy
cwvamining  the growth rates of rveal GDF for one-year periods
hefore and after each programme and conclutded  that o

balance, Fund programmes exerted no perceptible adverie

effeots an growth  rates as compared with  the per o
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TABLE - X1V

{yyrent Account tramsactiens of IS feawvily Indesbted countries (In biTlions of U.S.dollars)

1878 1875 %80 1881 + 1982 1983 1984 1985 1986 1987
txports (f.o.b) 69.1 94.8 128.0 127 .4 112.5 111.3 123.2 118.3 112.1 121.
Imports (f.o.b) 7.3 36.C 122.4 132.7 107.8 82.3 79.8 76.9 80.9 . 87.
Trade balance. -7.5 ~1.2 5.6 -5.3 4.7 .29.0 43.4 41.4 311 33.

Services, net -19.7 -26.5 -36.7 -47.8 -56.8 -46.2 -48.0 -45.7 -42.2 -41.

Unrequited
transfers. 2.9 3.2 2.

3 3.1 2.1 3.3 3.6 4.3 3.8 3.
current Account : _
balance. -24.7 -24.5 -28.7 -50.0 -50.1 -13.8 -0.9 - -0.1 -7.3 -5.

Source : IMF, Worid Economic Qutiook, 1587.



immediately preceding their impiementatian, In certain canes
arowth  did decline, after the inceptianiﬁf the programme
relative to previous years rate of growth, bhut thi% vesult
was matoched by a numbey Qf.inatances where the growth rate
ViiiGeé.,
13

Felly (1982 compared,the three year average of the
rates of growth beginning with the programme yedr, with the
three year average prior to that year. For the 48 upper
credit  tranche stand-by arrangements imﬁlémﬂnted over the
pericd 1971-79 that were examined, in 25 cases a decline in
the average growth rate occcured, but in the remaining 28
there was an increase. Similarly, the Overseas Development
Institute (ODI> study -referred td in Killick(1984)
investigated the effects of 28 programmes implemented between
1974 and 1979 and, wusing variants of the béfmfe after test,
found that growth rates were 1arge1y unaffected. A number of
ather cross—cmdﬁtvy studies show an absence of overe-whelming
negative effects and in fact indicate that in a substantial
numbér of instances growth performance turned GQt to be
better in the course of an édjustmént programme than it had
been prior to its implementatian.

For domestic demand deflation, howsver, the Fund

generally suggests reduction in fiubl i experiditure,

o rton o B otane st s e b S P et it g S
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eapﬁciélly that on welfavemitemﬁ.like fomd subsidies and
Soﬁial services such as education, hoausing and. médical
facilities. As a rvesult the combination of  slagnant . real
investment, rising malnutrition, and  falling health and
educational  standards has adv&rﬁely.affect@d physical  and

human capital formation. For éxampleg from 1980-%, the Funhds

4.6 billion. Ruk desplte thia mnhmtantiml in-flow of furcls,
and despite the fackt that wver this period sfrican  coupbries
made a nearly 20 percent cut in importe, the vegim’s cdrraent
accounlt  deficit did mot improve and vemalned _mwgatin. Al
the 4 4,6 billion lent by the IMT was to be repaid, with
lntermﬁt; in the .secmnd tal f of the‘ decade. Bn  auch a
' 16
HiEnar 1o, cas  expressed by Francis Stewart." pevcapita
v o fell; vagress_tnwhrd inproving health,  wedocation,
and nutrition  was brought to an abrupt h&lt,. and in  many
amuntrieﬁ was rever sed. Newly eastablished tliﬂ!u% could oo
aperate effectively because of lack of medicine., Bochoole had
ne moiey for books or paper; low salaries led to high teacher
absenteeism; and children dropped out in increasing number s,
since  household survival  depended on th&i; working. Mal
nutrition rates of 50 percent and over ambng children under
five were vecorded in many countries in addition to  those
affected by drought.”

16;~ "Rack to key-nesiansim" by F.Stewart, in
"Tnternational policy journal®, 1987. p.171,

+
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Tt must be emphasized that these negative developuents have
nek Peen confined  to countries with  Fund  progeammes  and
Lhar efore can not b@-whmlly attfibut&d to Fund conditionality
A such, especially because the external economic envivobment
worsened gignificantly Ver thig period. It is however clear
that the Fund adjustuent measures had led to substantial cuts
in real wages and social  expenditures in the borrowing
gmuntfie% and, thqﬁ, substantially hampered human -capitall

formation.

Deflation is not the only way to correct imbalances in
external accounts. The alternative would be to correct
surpluses  through reflation:  surplus countries would try to

eliminate their surpluses by increasing their spending so

a 'scarce currency’ clause designed to encourage ﬁymmétry o f
adestmént by placing pressure on Chraonically surplus
countries to bring their Surpluées down.  But  that clauge
has never heen invaked, and the Fund’s appraach has vemained
highly asymmetrical: The major burden of Policy change and

ad justment is imposed on deficit countries.

IMF programmes have  also  heen  criticised  for the
und formity  with  whickh they prescvibe the same medicline  for
comntries  with apparently di fferept economic structires  and
woonomlic  problems. It considers the entlve  Thivd World
porablems ag & conmon 111, even though the serviocusnews of the

I ness  and tkwe'variéty of the symptoms change from  oountry



~

ta  country. Countries should be treated in the same wanner
irrespective of their size, ;xchange rate rvegime, or
financlali position. However, equal treatment -an noé e A
unifﬁrmity of  prescriptions. In attempting to  formulate
conditionality along more appropriate lines, one should keep
o omind that it-mumt be country specific, geared toward each
individual contry's  economic, gocilal, and political
situation and prospects. One can not,therefore, lay out a
detailed conditionality programme that could be universally
applied. But.it is possible to pqint to the kinds of changes

that in most cases are needed.

Any  altermnative tamditmnality_should ersure that the
country?’s objectives and philosophy are taken into account in
forming the package. Secandly, it should make it more likely
that the caonditions will be adhered to, which is important iﬁ
view of the large number which are abandoned soon after
negotiation. Thirql;, it may introduce some political realiém
inta the programme and thus avoid some of the 'polifical

problems that have been associated with Fund programmes.

Fepeated failures of most of the debtar 'Qauntriés to
come to agreement with the IMF an performahce criteria raiwes
a fundamental question as to whether the IMF  wstabilization
programme is  always politically feasible, The pivotal
institution affecting the intfmdumtimn'and implmm@ntatimm of
IMF policies is the state, aihgd hence, the collaboration  or
rewletance  of matilaonal fovces ie decimsive in mhaping THMF

impact.  The most common of all thb Fedsong for fallure of

«aaA



Fund DY e B are Inkernal politiaal' PV @G &6 and
politicians® fears of sucﬁ presﬁuvéﬁ, which lead gmvmrﬁmemts
too poastpone covvactivé action until the ecahomic crisis ds
écute, and/ar  to dilute or abandon programmes before the
necessary economic adjustments are atGOMpliéhed, Doubts about

the sconomic benefits of stabilization measurss aften play a

fma jor role in delaying adoption of measures, iy in

vacillating oy hal f-hearted implementation of measures.
17

Stressing the importance of policy Petras and Brill went

avern to the extent N the basis of case Studies Gn peru
under Belaunde, Raolivia under Siles, Jamaica. under Manbkey -
that "implementation of IMF austerity programmes is inversely
related to electoral sucvess". There are, however, instances
where politicans often try to mute oppostion to stabilization

by pointing to IMF as a convenient scape goat.

Even where the economic rationale of stabilization is
well understood, political leaders often lack confidence In
that rationale. - Skepticiem flaws in part from the linkage
of stabilization Cwith economl e liberalization. . Many IMF
supported programmes ard all World Bank 8trdetoral sdiustment
loans stress  veduced divect gmvwrnm&nt trtervention 1 Lhe
ecanomy  and greater rvellahce on mivket Incentives., One  oan
then say that the Fund’s prmf&rwnmw' for vmarhet or down e
solutlong is almed indirectly at fostering capltaltem in the
ThirdIerld, which, - if developed, would bring it closer to

L L T eI

17% Fetvas 2 Billy "Thirvd Werld Guarterly!” (1985, pp.446
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the West., This being the case, the LDOs following a M=
capitalist path of development face 5peciai difficulﬁies vis—
a-vie IMF. Ghana,for ingtance, received no loan from tﬁe Fund
during the first nine years of 1ts independence fallowing the
socialist policies ﬁf NEurmakh. Since then the fund’s attitude
towards Ghana has continuously been benevaolent. The validity
af  the Fund's bias in favour of a market-oriented solution
however  is  guestionable in the case of LDIs, in view of
market imper fections, AV T oW pvmductimn ba%e and  acute
shortage of  essential  factors of pruquﬁtioh in these
countries, Moreover, the policies based upob the use of
market machanism are regressive in thelrv incidence apd affeot

the very poorest in the ﬁﬁumtwy"

The olaim that it ds  the poor  in the dev&lapiyg
qwuntri@m that carvy the wain burden of adjustment does  nob
stand  up to close snalysis. Clearly, any set  of  eccnamic
Ol i Cy e asuy es wili cause some redistribution of income, and
waalthy people are often more adept at avoiding the negative
el fecte  of new policies.  Bubt a recent Fund  stidy  suggest s
that  much of the criticism of the Fund in this regard is due
tar the fact thal those who gaiﬁ from the removal of subsidieu
ared mthér economic distoritions are aften digpersead
throughout society,  while those who may lose — duch as Urban
Whav ker s, Civil sevvants  (including the military? 'amd the
awer s of protected business -~ are f}equently well-organi sed

.

artd Moo al . Most governments are vdlnerable to Urban unrest,



»
and  some get theilr main support from Urban worlking olasves.

Folicies which particularly affect this group for  example,
remaval  of  food subsidies, espeically wheh comblned with
exchange rate devaluation, and control  aver  wages -~ may

completely destabilise the government.

At the gtavt af the debt crisis, wmany countries sought
to draw on the Fund and had therefore to submit Letters of
Intent, describing the policies they would pursue to  salve
their balance of payments problems, and these letters served
several purposes. ‘Once the Fund had set its' seal of approval
on a country’s policies, commercial banks were willing to
reschedule the country’s debts and. to grant mew credits in
My ca%es. Further more the Fund’s seal af appraval  was
required for a country to reschedule {tﬁ debts vis—a-vis
official  creditors to open the dabrs of the Paris club-and
for access to Structural Adjustment Loanﬁ' from the Wor ld
Bank. In this context IMF can alnost be viewed as the major

commercial banks? debt ool Llector,

Admittedly, the cogsbes of  reschedulings  and - the
lengthening  of maturifles were dmporiant  components oy
miltilateral debt renegotiations and infliencaed tebt service

vatios  till the 19704, However, they were dncveasingly

subyorctinated  to the objective  of achieving changes i
economic policies in the 19804, Necessary changes in econondc

policies were almed at hélping a country in becomlng  oveoit
werthy.  The rescheduling country was urged Lo resort to 1MF

anc obltain its 'seal of approval! for a new webt of policies.



Neverthel ess, it is impmrtant'ta.keep. b mind " that
yesochedul ing daés not. obviate the fihancial needs  of  the
Nevelopiﬂg'cguntriéﬁp It is alwo Hob cévtéin that repayments
prstponed by rescheduling are pok lihwly'tm peappear in a few
years! time. Morve 1nﬁeremtinu1yj In the cunte%t of official
Jdabt remuﬁéduling, while agreement with the TRF gn aveierity
CEABLY EG LS @ pr ‘;;Ar"c:ql.‘(issitu:» af the debt that s venegot i.e:atfat,l,
new add and cvédit deéiﬁiomﬁ do hot form part of the Paries
Club o edures. Nor., are short—-term tvade ‘financing

Carrvangements made under such reschedulings.

Thie multi year regcheduling arrangements - (MYRAS)
Lechndque  goes hand-in-hand with new procedures, known o as
'enhanced  surveillance' for the on going monitoring  of ih@
debtor  country’s economic per formance. Under this approach.
the debbor q@untry prepareés Aa quéntiative financial'progfamme
a@ttimg out the country®s major macrdmecmnumia targets and
piolicy ohjéutives.fwr the year ahead.l Neither Fund resources
nov o a formal stand by arvandement is involved, but the Fund
ansesses  the ﬁrogrﬁmme, monitors  its implgmentation, and
prepares  half-yearly rvepovis on the cmhntry’s per formance.
These reports are not intended e provide .a traffic—-light
servioce for  commercial finahcing:cveditars must récmgniée
that. they are respﬁhsible for  their  own qreait | risk
assesament and lending decisions. In the end, the suceés of
the MYRA approach will depend on the commitment af  the

authorities in  the borvrowing country to carry out  the

g8




progr amme  they sel themselves. It will also depend oy the
wisdom of the creditor banks in using the information

available to them.

One  new experiment bk plgce in 1996; when Brazil was
negotiating to reschedule some of its external debt. Brazil
was not  willing to draw on the Fund or submit to  enhanced
surveillance. But Erazil annanced dramatic policy changes in
early 1986, including the introduction of a new currency
pegged to the U.S. dollar, a free:é on prices and wages, and
the Managing Director.qf the Fund gave these policles higs
personal endorsement. This was of course, a face Iﬁavimg

device. Brazil got something likée a seal of mppruvml tyom the

Fund  without having to asl for it, antl thye banke could  say
they  Dad nmt.raﬁﬁhﬁdulwd the counbry’s  debte  without the

Fuand’ s appraval of the debtorts polic)es.

Geawe  conmider it as an unfortunate pveuﬂﬂwmt. Other
debtors are likely to ask fer similar treatment, to avold a
mior e Tormal veview of theirv policles, but the banks will want
the  Fund to involve itsel?! more fully. They have mentioned
vepeatedly that official creditors refuse to settle for ény
arvangement  short of full-fledged conditionality, not  even
enhanced survelllance, Furthﬂrmmre; the Fund should not  be
agked bo endorse a country’s policlies on a take-it or save-it
hasis, without an apportunity to examiné the assumptions and
projections on which they are based and a olear understanding
with the government concerned that the Fund can rescind its

apprioval i f subsequent review in the framewor k o f
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surveillance valses doubts abaut the government’s policies.
As a sowrce of ligquidity also the IMF plays én‘impartaht
institutional  role in the rveproduction of the internaticonal
circulation of capital and commodities. During pericds  of
C;iﬁi% thé ability to Feproduce international «circulation
becomes especially severe since states tend to ereﬁﬁ
barriers to the W@vement of commodities and capital. In
addition, tThe coricentration and centralization o f
international capital in transnational banks tends to amplify
1iﬁuidity crises and has increased the threat of substantial
systemic disintegration. The stock of international reserves
and the terms and conditions oh which they are supplied
depend mainly on decisions made by private financial
institutions, which are in turn iﬂfluehced by the policles of

the Key currency countries.

An adequate level of yeeerves 15 ewsential to the smooth

functioning  of  the dnterhational  econoduy. Thternaticomal
VB EY Y65 allow countries to  avold  undertalking abrupt
adjustments  in their economic policies in  response L

unant loipated disturbances that may adversely affect or
threaten to affect their International payments positions,
Ty e Hemand for  intermational reserves  has ik B e v
significantly  reduced by the advent of floaling exchange
rates. Countries’ have continued to Hcld eBer ves A% a
precauticon  againat Qnamtiuxpat@d' éhackﬁ. AN A means of
demonstvating  credit  worthiness, and faor exchange -markwt

intervention,
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I this context many suggestions and proposals are there
- for mtfeﬂgtheﬂimg the intevnétianai monetary system in
gemefal, as well as for.changing ar expanding the role of the
GDFE in particualar. Moreover, because that &védit'wmrthineﬁs
has ot been restored despite vigorous adju%tmeht poiiciés
and  sizable improvements in the cuf?ént éccount positions of
the develaping countries — market protesses can not alone be
rélied on o to covrect an inadequate amount  9r an Cuneven
distribution of internaticnal liqudity. Hencé'thg“Fund shquld
be enahled to- influence the liquidity nheeds of the HWorld
€ Ny through A more efficient  SDR creation and
digtribution than .it hasl s far .been éble to do. Some
tentative suggestions may be made Qith a view to making the

IMF more velevant to the needs of the L.DCs.

The &share of LDCs in the IMF guota should be Cincreased
from  the present 33~35 percent to near about S0 p@rqent &0
that these countries are able to make adequiate nse of  IMF
financing facilitieg and have an foeutng say tn the Fund's
decisionag,  An dncrease  in gquotas will provide %ignificamt
henefits to LDDs but little mm%f Qill~bﬂv1mpmﬁmd oty dgvaluped
countries in the foarm of iﬂflmtiuﬂ; becaumm. The  abgol ute
WQVQ]Q lhvﬁlved.Qill be small. Mmraavér, an 1Mcreawé in queta
A s .mmt consitute a problem for an LDC hecéuwa the gedd
Lover af the quota is no lonéer required. As an extreme view,
DY T smy that tﬁe distribution of' 8DFe  should be

completely delinked from the allocation of quotas. Or,  the

1At



Fand should discriminate between developed and Tess developed

countries regardihg the drawing vights under  the various
. !

Financing facilities. LDUs should be given higher dradving

rights in rvelation £o gquotas, as they have relatively smaller

quotas.

Given the fact that IMF's credibility is seriously hurt
.bin'thw present international economic situation, some‘stress
ngrading the role of the World Bahk as a way out.  But, the
Werld  Rank depends on borrowing money in the World's capital
markets  for  most  of the money on lent by ifs hard-1oan
component,  the IBRD. It is dependent on the support of the
u.s. adﬁini%tratimni its largest share holder, for increases
in _5ub5c%ibed capital which would permit an  increase in

lending by the IBRED, since its charter does not pérmit it to

make loans in excess of its capital. And it is almost totally
dependent o government  allocations for  its saft—1oan

camponent, the IDA.

Several woritics suggested, for éxampl&, that the BRank
should abandon its highly conservative 1:1 ratio of loans  to
capital. Commercial banks, tHey suggested, have vatlos which
are close to 20:1.  CHanging thﬂ &rt1uleﬁ i f agrQQMth to
allow just a 7zl ratio would immtmmtly_dmnbla the mokiey 1t
ol ) <;-r'1 d without going through the cunbers some process of &
capital increases [t all seemed oo easy.  However, bhe ITRED
calses the bulk of its funds from large investaorus, stable and
uriyétu, who sege 1t as a good investment, and Lhe guarantees

of the BRank's developed member. countries ie what makes it a
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good  anvestment. Raising the gearing ratih wf o loans Lo
capital  would dilute the guaraniee that these lenders depend
upesn and instantly ralse the Bank's cost. of capital on new
bmr?mwinga. It would make the Bank much more dependent on the
percepbion af the market, and  in  the mid-1980s that

percepticon wauld not be favaurable.

The World Bank was the first institution to study the
pfobl@m of debt repayment and debt crisis seriously and is
51111 the major source of statiétics an debt ds the pubiisher
af the amnuaIYWerd Debt Tables. Unlike the IMF, however, the
loans made  or  guaranteed by the Bank, except in special

‘circumstances, is  for the purpose of specific  projects  of

reconciliation or development.

In a debt crisis, however, the most urgent need of a
borvrower is not for praojects which will have a pay—off,‘ if
any, only in five or ten years® time; the country needs the

moriey Row, to pay debt service and this year's import bill,

The Rank’s innovative mechanism is that of  "Structural

Ad justment Loans” which are defined as "non-project lending

to support  programmes  of policy and institutional ohange

necessary  to modify the structureg of the econony so that it
can. maintain both its growth rate and thi viability of its
1E

balance of payments in the medidl term”,

L T e L iy S priepi

18. Narayanan & Chawla, "Glohal Debt Fenegobiat fonat,
International SYtudies, 1987, Val-zd4,
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Saks  are unlike the usuyal projett lending of the [ank
beoaume the funds could be quickly disbursed and used to pay
fﬁr general impaorts. The Bank’s conditionalities under these
Imang, Hnweyer,‘ﬁtr&tﬂh for aheatd of thase preccvibed by the
Fuﬂd; trade and exchange rate policies, polictdes in the
EREergy, -agriculture, and industry sectors, the review of
national investment pricrities, the financial per formance and
éffimiwnﬁy of  public sector emt&rpfi%es, . the budget, tax
pmli&y, interest rates, and débt management ~ no important

cspctor of the borrower’s economic life is left untouched.

SaAlls were not the only vehicle through which the world
Barnlk transferred n§n~pr0ject tied honey- in‘ exchange for
palicy changes by the recipient country. Sector policy loans,
.in whioh tﬁe policy changes were directed at a particular but

important sector, also helped to move money.

Anotﬁev programme with which the Bank tried to meet fhe
hew requirements of the post-1982 debt crisis era was its
Special  Action Prmévamme ar  8AP. The emphasis in this
.programme was an speeding up disburséments in order to make
Mk ey avaiiable in a hurry to needy borrowers. But @ all  of
these programmes together were only a drop il the bucket
compared  with  the anpual outflow of capital  from Latin
America. Until recently it was agreed that wnon-project
lending should not. exceed 10 percent of the Bank’s tota)l
ltending programme, or 30 percept of {te lending to a spectfic

P v oo e
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The World Bank’s c@mtvihuﬂimnw b managing the debt orisio
are not limited to lending (s own money. The Fanpl hds always
considered  itwe  veal mission to be the promotion of pvl?mta
Loans  and  investoent in the Third World. The conditions
attached to its own  lending have pushed to dmprove bthe
climate for private capital. It is, even now, enoouraglng
India and China to get ever deeper into debt. At present it
has mainly three new(stratagi&s to promote private capital
flowss for the banks, new forms 0f'Cm~finan¢ing; for equity
investments, more activity by its International financw
Coorpor ation subsidiary; and a rew inve%tﬁwnt guarantee
institution, MIGA KMaltilaterél Inveatment Suarantee Agency).
On  January 1983  the bank.introduced a new type of Co-
financing with commercial, banks, which they called the B-
loans,  to distinguish vthem fraom the Bank's ‘traditional
lending. The B-loan strategy, like most other components of
the of ficial management of the debt crisis, assumes that the
capital market for the Third World will get back to normal in
fhe near future. But what if it does not, as Seemé Y &
likely? GHuarantees are cheap, as logg as théy are hever used.
But - 1 f they ever pave to be used, if the debt crisis gets
wiorse rabher than better, they will bE'very'custly to the

guaranter.

The crisis of the 1930s led to the wvirtual end of
international trade and = the replacement of - economic

imperialism with military imperialism. In terms of ensuring



the «horlt term liquidify of capital in internatiohal  trade,
the TMF has been relatively succesaful, but, as we have seen,
the  long  term  impast of the IMF on development has  been
disastroug. The. measures taken to achieve shart Herm
liguidity have in;rea%ed lohg=term risks to the Gystem by

1R Y s

simg dnequalities and reducing the ability of the IMP
te implement policies. Calls for & New Bretton Woods and  a
new international  economic order Yo address the long Lerm
needs for equality, stabilizdtion and development have been
unsuscess ful . No institutionai mechansim exists by which the
Western Capitalist countries could be forced tﬁ reduce their
advantages., The interests of international capital are being
met by transferrving the coste of glabal instability on to the

deficit countvyies.

Thaough  the vecent changes in IMF policies towards LDCs
reflect a bhetter appreciation of the needs of LDCs and the
prevailing socic—economic conditions there, something more ig

tax be done to formalise the procedure and content  of  th

hq

conditionality  framework witﬁin which LDCs can maks oee  of
IMF facilities. The depebdence on dmvaluatimﬁ and  cemnand
management  measures and tmport liberalization can not %é]vw
the balance of payments, which cah be over-come cver a longer
pasy o) ot time. In any éaﬁ&, Phe existing balance of payments

difficulties are due to  external disturbances, . such  as

deteviovation in terms of trade, stagnating expart  marketo,
and Tnoreasing debt burden. Devaluation under such conditions,

especially in the. case of countries exporting primary goods



Wwith low elasticities, is evidently an inappropriate measur e,
Rather, wone of the consequences of the rapid corvection  of
external imbalances has been the aggravation Df_ domestic
inflation A% rescurces available for domestic  abserption
shrank  more vapidly than  domestic demabhid . Hen e, Fowr
countries  that  hove made muhﬁténtiml progress  Ln veducing
their cwrent account deficit, a major pricvity hdw will low

tor curh dinflation.

In this context the future'qf GDRs is becoming a central
imaue  for severdl reasons: because the U.S. financial
authorities are éhawing an increasing unwillingness to supply
Jollars  to the outside wofld to meet ite llquidity and
reger ve needs in view mf the U.8. domestic budgetary proablemn
and  the pressure on its balance of payments; because the
mﬁthmritieﬁ af ather r&sérve currency countries, or pmtentiai
reserve currency countries — the FRE, Japan, 8Bwitzerland, the
U.k. and Saudia Arabia — are unwilling to play individually
ar even collectively the role whi;h the U.S. Treasurp piayed
for  decades.  HoWwever, the issue of international moﬁetary
cooperation s probably most  difficult, Conceptually and
politically.  Without it;, exchange rate stabilization is
probably  impossible; and without the latter, competitive
d@pr&aiationg ared trade conflicts will increase sharply. The
remedies are either controls over capital  mavements  or
reduction of international differences in interest rates. The
developing countries have little choice but controls. We thus

S that by giving so much  priovity ~to  international



financial interests and so little tDvThin World bwellﬂbeing,
the vinterﬂaﬁimnal financial institutions . have _Secured’ a
financial stability that is temporary and fragile5 Father
than foroing deficit countries to bear the entire burden‘ of
adjustment,. the iMF showld, ‘therefavé, work toward Third
erldl ﬁYﬁSpﬁYity,: which would praovide a hu;h Moy €& Secure

basis for World economic growth and vitality.
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CONCLUSION:

DEVELOFMENT_AND_DERT: RILEMMA_OE 130808

The world  today  faces  two major  imnediabe policy
challenges: how tao enable the emerging recovery in the
wesbern lndustrial  countries to proceed smoothly and how ﬁo
Leep  the internatiorial debt 5ituatiﬁn within manageable
bounds.  Obviously, the two problems are interrvelated. It is
hard  to envision a bhroadly based and lasting rvecovery in the
Western World as long as the fear of the potentially damaging
financial consequences =f & world debt crisis is not
fundamentally allayed. &mnversely, it is difficult to find a
permanent  solution to the present debt crisis in the abgeﬂce

. ‘
of adequate global recovery.

Can  the recovery of the global economy come  first tol
precede a lasting solution tb the debt crisis? The answer 1is
not that aaﬁy, In the last thirty years or so, economic and
financial power has become multipolar. It is no  longer
monolithic— no longer concentrated around one major eoornomi o
pmwér, the U.S. (Even though the economic and political
wonocertrism  is  belng replac&d by polycentricism, e
mild bany hegemmﬁy of American dmperdaliewm with ite global
e bure  of  nuwslear beses and Du;upmtjun fovecsn fo whil)d
retained  throughout the capitalist finarncial world. As 4
Pewal booof thw. incréamiﬂg multipolarity of thu financial
weabel,  exchoange rates and interest rates have buecome  quite

uratalhile. During this period, when the worla has  heen



hecoming move diversified, most of the financial® and economic
polities still revolve arcund the same monclithic systen. At
the moment, most world ligquidity is created not By an

international system, not through the consensus reached T g

A pumber of  mations, but largely as a reflecticon of  the
naticnal policies of the U.S.  since the U.8. dollar is  the

chief  international  curvenoy. Whether tatal liquidity is

adequate or not,  whether it is distributed properly or  nut,

are matters of accident, nat m&tt&r&imf plovning oy oo
maragenent.  The dollavization wf fhe world Tinancial maykets
WG .thw ey result of the Bretton Woods conference of 18944,
Jiodn Mayrnard lleyrn s knéw Ve -well why  he, al thdﬁ»
covi T e, appiesed Lo thetldwa of a preponderant 8. dollar
ard - why  he proposed,  instead, the creation of & really

Pty al international reserve currency, the smo-ial led

wancar! ., Unfortunately, he lust the battle.

The  postwar  economic order was a mani festatlon of  the
peower and the policies of the W.8. The power 18 1how  waning,

athor,

b bhaough for from  spent. In the proce

>

Lotangular pattern of development has emevged,  The U.G. with

ils massive tvade and budget deficite at one corner and Japan
and West Germany' with substantial trade surplus at the other
correr,  have  left the other corner for  the large deblor

develaping countries. While Japan and the East Asian NICg

Mave accelsvated in pace or ahead of the U.8. the EEC has

A . ¥ 3

abin Amevica % Africa have remained derailed.

i |

along & low gear,  and the large debtor countries o



Fecause the U.8. is a leading industrial power and the
most important source af liquidity to the rest of the world,
ite monetary  and  fiscal  stances, which determine ite
inflatiom rate and interest rate, have a direct and  sirung
impact Ia) other.industrial countries, _tvan%mitted‘ through
capital  wmovement across countries. If other countries fail
tu veopond to these impulses in the U.S5.  orvdo not adjust on
the scale nesded, the growth in the industrial world is
thwar ted with d&leterimug Yepercugsiaﬁg for  the Florn -
industvial countries. Thus,. & budget deficit or pfevmlénc&
of  high  interest rates in  the U.8. uHACCGmpanied by
acﬁommaﬂating changes in the fiscal and monetary policles of

chbier industvial countries like West Germany % Japan, would

s low down the ad justment pfocess in the LDCs.-

The U.B., however, attempts to put all blame for the

pre

ent international financial  ambivalence on the major

surplus nations,; 1.e. Japan and West Germany. Frustrated with

the persistence of the trade deficits and their failure to

improve even after more than two years of falling daollar, th

e

administration has demanded reflaticn by unwilling Serman and

Japane Governments. To what extent is then this Justified?
“Japar - the land of the rising yen — because of ifts natiopal
habits of thrift, ‘and the inﬁtiﬁutiﬂnal inducements to save,
has continued for many'y&arﬁ tor save more than they invest on

Japs ain The result has been contlnuwed caplital oubflow to eonl

of the world and therefore a trade swplue. This ie beoaws:

1



doprent Lo investment opportunities in Japan are not abttractive
ctiough  to abzorb all of Japans! very high rato»of BAVINYGS.
Mhe question then arises — in & world in which <apital is
poasce,  should one not consider this as an advantage vather
thanr ta problem? The praoblem, though wed 1i v‘r‘Ei:dgL?l much  in
Japar's surplus in trade account, agikses frDm'the\fact that
vivtually eve?y American firm that does business or t’riew.ta
oo business  in Japan compiains that the combination of
taviffe and non-tariff barriers prevents the sfale of foreign
products and services in Japan @vén when they are clearly
hetter in price and quality than their JapéneS“ counterparts.
Amerifan business is frustrated and furicus about the way in

whilch  the Japanese government protects and nuritures Japanese

industry. These same views are echoed by many leading
European firms aleso. N

American netions of the “Ylocomotive? function for Japan
% West Germany are, however, mistaken in several rgspects.
The Japanese with an average wage G0% iowef than &n Eurape
cannot  absorb a big extra flow of ;ﬁmmwdities. The German
matket af 60 million consumers does not compare with the size
wf  the U.8. market. It is rath&r inept b expect an
expansionary policy in Germany and Japan to make a decisive
difforence to the U.S. current.accuunt. Besides,  what West
Oeviany % Japan  gre being asked Lo do o veverse the
phllosophy can which their macrmmcwndmiq managemient has  been
ba sed  fov some year s, | The proposition that -:b heye 1w no

alternative to macroeconomic policies of monetary and fiscal



austerity is one oWy which the goverﬂmeﬁts of West Germany aﬂd
Tapan have built tdheir political reputaticons. They will not
avcupt UGS, demand for  a reflation without a gbhrugygle.
lavticularly‘ the Germans are adament in refusing to play
e cmetive for the world economy becauﬁevthey maintain that
bhe, Chad taken on that role once before, in response to the
Liaodishments of the ﬁavtgr admini stration, but Fad weakened
’jtheir ecoitmsy in the process and would nmt» do s again.
T Ser mary feeling less threatened by the loss of  the
American markot fa minor part-mf.ita export  sales)  and
relatively ﬁ&CUFﬁﬂ Qithiﬂ the BEurapean common mar ket (Where
the  wulk of its exports goes) has continucusly rejected any

31 For further dollar devaluation,

-

[ g

The Furopean. esconomies rather find a convenient scape-

Y

goot  in the large U.8. deficits and rising dollar as  the

poononic per formance.  As they argue, just
as  the sbtronger dollar kas brought veduced inflation to the

.8, during ths past

the consequent fall  in
“the values of French Franmig, fha Gevman marvlk, and the British
Pound  put upward pressure on prices of these countries. To
prevent that process from initiating a new round of domestic
iﬂflapibn, the government 1in each of these countries was
forced to pursue tighter monetary and fiscal policies than it
would otherwise have chosen. These tighter monebary and
fisocal policies hav&Aprevented a stvonger vecovery in- Europe
and  have contributed to  the continually rising rate of

unvmployment  that  now plagdes most of  the wmajor  Euwropean



nalblang. Eecauaw. that the rigidites in the Ewropean Dabouy
v kete  reduce the sensitivity of inflation to increases Ln
whemploymwent, 1t takes a substantial rise in wnemployment in
Euvops to offset the inflationary pressure that results  from
& rising dollar. It Aiﬁ rnot surprising that European
political  leaders have been frustrated and annoyed by an
Amcerican  budget policy that they see hew contributed to
Americals strong  economic expansion while impending their

el

T sueh  a  situwation, tul prove  their wmettle, the
Srezeloans must give stress on fast deficit reduction. It is.
affen wmaild {hat he LUo8. 1 a very reactive econamy. It can
Qo very qui;hly from over optimisim to thinking the end of
the world is around the carner. But when it does, it does

-

Golie b hirg. The U.85. Government 1s well aware of the

o e
SR

natid

af the problem as is vevealed from the statements

like the maw who i winter began to burn the wall boards  of
his house to keep warm until he had no house to keep  warm'.
(Foveign affalvs, 1?3?, Val.6%, No.3, pp.467). The Gramm—
Fudman-Hollings Act  of 1983 does provide for a multiyear

veduction  in new bovrowing and deficits to nil by 1991, but

.

it iz highly unlilkely that the objective will be achieved.
The "J-Curve effect” is often considered as the short-

run reason for the non-improvement of U8, Grade bal anoe,

wven  after more than two years of continuous fall in dollar,

e



While furthor depreciation of the dollar was cpposed by Faul
Vebeh o fearing the visk nf i nflation, James Baker advocated a
uhmmpgr odul lar as Ehe i Ar1 6 o f roatoring Aty 1 wan

mpebitiverncos., Fartunately for Reagan, sed  Lhe falling
Jdob e as upto now had no inflationary consequences @ Such
GRS E e ey have boen almost exactly mabobhed by Lhe
dhirginflationary effects of the sharp decline in oil privea
Ginay bhe boeginning of 1986, It has rather tempted Feagan to
threaten  a fesh devaluation of the dollar in his attempt 1o

povsh bhe waln surplus countries into reflabian,

The best  way to o cut the budget deficit fw Lo reduce
Sprerndi rig. I the U.S. Defence, Social Security, and intérewt
Tpayments  an arvaund $9 trillicn Feﬁera} debt account  for 62
p@rcpmt o f twtg] government spending. Interest rates are
heading down, and that will help; they could decline further
il bhe deficit declines further. Big cuts in fhe de fens e
budgel soen unlilely, oxday Bke Humga;ﬁﬁkaﬁlam of @  gllgy
g e sRMARRMLGD. - Herice theve 1o every.poﬁﬁibility fhat

the Comgress  might challenge sdoh wﬂrﬁing and middle class

erititlements curity, medicine, civil serviced,
military vebtivemsent benefits, and  even certaln  subsidy
programmes.  Spending for gubsidies‘]tu farmers who have
gross incomes  above  $1, 80,000 a year~amGUHt5 to over  $8
Billion, the Demooral pvmpoéal to tax the untaxed part of
sosial ﬁ@curity arid  medicine benefites for ‘upper~income
recipients would save more than $30 billion over five years.

Congress  might  aim also for a combination of more  tavgeted

s :



corstmpt L on 1aviegyf way on erergy, telephones, aloeobol, and

{ O] g TN

s it owould hardly dent the egcononmy. IH&V@Aﬁing'thé
ga}wlin& taw - & prwpoﬁal'that was proposed by Paul Valoker -
Fv o ) ocents to 17 cents a gallwn could valee $854.9 hjlljmﬁ
vy five years, Daubling th&'ﬁigayettm tax from 16 cents bo

3 cente per pack would bring in $15.1 billiwae,

The 1argum@nt that a downturn in the U.8. would plunge
th; entive world economy into the whivlpool of a cumulﬁtive
Yoo esslonary  process  1s mispiaced. Bome economnists,  of
conr Be,  warn  that all-cut effo%ta to reduce tLhe budget
deticit woial d repeat the mistakes of the H&@yer
slministration  and the early Roosevelt Adminlstration which,
in o fubtits efforts to balance th@'budgwt, raised taw raten and
augraxated the deprossion. But the general view is that
culting the deficjtg mwiore will have a more favourable effgcgg
cino ecaoriomio gy oWt because 1t wiii suggest to  the public,

botho dn the U.8.  and around the World, that the fundamental

proabllems aro o s wnder control. 0 That  would restorve

covyfidaong e,

sventhough the relative gize and

at

Techrmalogical lead of the U.8. have declined in rvecent years,

S B

worLod's largest and most advanced  economy.

Evorn at the pinnacle of its power in the nineteenth century,

s much potential power. Wiy then is

theve 1ittle hope for the establishment of a rnew set  of
institubions lunder  the aegis of  a vigoreseus American

[l

leadership?
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e AlTSWET lies i the poeculiaritics o f tlhie
international and especially the domestic circwestances  of
tle  U.S. Besieged by huge trade and fiscal deficitsg and by
internal and external forces, 1t is wnable to baok ite  good
brvtbentiors, i T oany, Wi tlj acleguat oy B s and Leader ahiip.,
Pt has lost ite apeebite for providing the world with  what
Pondl eborger termed "international economic publlc guoods".
These are goods  and  services thch 4beﬂefit e untlre
yitermational community sach as oapen markets for the goods of

clther  countries in fimes of acute shortage, stewdy flowg of

-

[ . . . : '

capital to developing countries, the cocrdiration Tl
N :

tobernational  economic poalicy, interpational money,  and @

witlimgon .o to be the lender of the last reooet in bimes  of

financial crisis.

Thus, without a nation strong enough to play the vole of

a  leadar, Ehie dinternational financial systemw is  In peril.
T nweed Twroan intornational lender of last resort, a role

N L]
pinyed by Great Britaism through most of the nineteenth  and

var Ly btwentieth centuries, 18 greater  than ever today.

Uniless  the U.8. regains its ability and willingrness to

stntain nations in danger of default or builds a collective

defence  with  major  suwrplus countries like Japan & West

Gevmary  bhevd could be s sericus  fimnancial On e
veason for the currven  danger 1s that U.8S. like Great Britain

afiar 1830,  has lost economic power relative to the rest of

Tthe world, Although it vemains  the largest and most

¥
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important country in the worid, the relative loss of  power
Haﬁ been causing >ittqturn inwardgand focus  on itse  cwn
imperiled interests. Internaticnally, the véfy size of the
Amer ican econ;my reduces incentives to bear the ooBts . of
maintaing an open system. America in 1980 is nwﬁ Gieat
Britain in 1880s. Britain was desperately dependent an
foreign trade and commerce.  The U 6. i not American polioy
malcrs  have less reason to maintatln an RN Al bl @yutum

than did thelr British counterparts a century AR

From the above anuiysis what appears, at laast fmt the
time being, is that the possibility of a spontanecus and fast
plobnl ecaonomic recovery is rot that atrongj How Yhen  Lhe
debl prolblom s to be tackled? For any permanent solution Lo
the  prosent  orisis what is most necessary 1a  that  buoth
debitors  and oreditors nust assﬁm& their respectlve share of
the bhurden of resalving the problem, The present too general
practice of pﬁttimg the burden almost enitreiy o the

showlders of the debltors, which for the most part are the

Py mations  on the earth, e unsustainable and  cannot
Lo continue., The current strategy for the debtor countries
sper ates  on the premices that all debt must be serviced at

market vates, that interest payment must remain timely, and

that  any missed payments of principal should be capitalised

at  warket interest rates for later servicing. Such a
rigorous condition for repayment has, however, rarely woried

it the past.

Thie fact Lliat et of the increases in countries?

{18



liability besn due to borvowing fram banks implies  that

pravious mecharil sm for  sharing difficulties Botween

creditors and debtors have disappeared. "The world had  very
cevere debt problems during the great depression of 13308,
Eut at that time most borrowing by developing countries was
dore by selling bamds in the markets. When the depression
struck and debtor countries faced difficultiea in  wervicing
their debts;  the price of bonds went down, and borrowers
could  buy  back  their debts at a fracticon of  the original
LA T that Q&H;ﬁ the oot of vesesslon wat i bheldng  wshared

bhetweern Dorrower g and lenderyg.

Feneral interest and concern at the debt crisie has led
many people to suggest ways of solving it. But  realisitic
solutions  which will .in the event oocur depend on what  the

Ee | oL

cs in the edbtuation are prepaved o do,
Mawy of  the proposed solutiohs introduce new  @nd qnlt@
WiiPamiliear concepts which differ from the solutions  offered
e cfar. The Geoffrey Bell Boheme advocates that the banks
shoald set up & safely net, that is a poocl of approximately
UG #20 billion from wiich largé Hew loans could pe aryalged

.

i conjunction with IMF rescue aperations. The Kénen Plan

5L

thé irdusty i al countries to create an Internationed
Debt Disecount Dorparation to buy up debls from the Lanks  at
Lay @ 1D poevoent discount in r@turn_fwr Long-term  (10-20
YQaV§) bonds with a slightly lower interest rate than that
charged bo the developing couwntries on the original  loans.,

" The Magnifico proposal  viewing the presentl  problemn to
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pwocoEiveol Highoo crbions of short-term debt within the

"y
4

¢

total, proposes the World Bank to privately place 10-12 years
bovds  lwith private ard official investors the proceeds  of

which  would wE to refinance the short-term debt under

IMF conditionality. The Morgan Grenfell Scheme proposed the
creation of a new agency - pévhapg officially backed by the
IMF ~ to buy the banks loans at face value, offering low
interest bearing bonds in retuwrn. Thg%e bﬁﬂd% could be held
oy traded o a secondary marlket. Th Muﬁdall‘ﬁlan fids the
raad 1 c@uma of the orisis in the'd@htabiluﬂﬂ?impact ‘mf the
flﬂating exchange vate vegime, His plan, theraefore, propozcd
b ﬁute&ﬂ;h5e the gold price somewhers between 1300 and 600,
velbuwn to the gold standard, and create @ World Ceptral BHapk
Al an instrument for centralisaticon of  exchange rvateu.
Wallich's  Insurance Scheme proposes that there should be  an
Incurance  scheme to'provide insurance to bgﬂk’ﬁ poy b fulilc of
avaits, The Meltzewe Flay suggests that the lLanto  ghould
mar Lo cthe  debt dows to its wmarket price. Such  debt they
shoulad  bhe  ewchanged  for at marbet prices fur  equity in
Joriverment owrred industries like Mexioo's pebrochentoal

plants o Brazil's hydroglectric utilities. Sowe  others

LA the IMF tao introduce & facility, wmuch like the
conpensatory Tlnan€ing facility, to insure borvowers agoinst
bemporary wespected interest rate Increases. A few others
t

G ST debtovs placing & Cap wan interest payments as  a

ewoventage  of  thelrv exports. There are still some, Who

proqraee oo Vil o servicing to bartering and  caunterty ade
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Some even view that at the start of the First

Decade, it was the World €ouncil of Churches that

vooommended that the rvich countries of the Western

Alliamcs  put & 1 percent of GNF as an  allocation for

forolgn  aid. It is now time for those private, non-profit

P EY e

Tibabi o

with Third World poverty to vecommend | a

im the o

o AT

slopment pardigam. There exists worldwide

Tiverally hundre af private voluntary organisations ov mon-
governmental  organisations dirvectly concerned with  Third
World poverty. These organisations often times are closer to

what actually ig happening in the Third World than are  Lhe

barke and aid agepcies that fund the bull of the developmant

<t

P DG Al . At the ewbtreme, Bome even propose a mammolb add
programmne  similar Lt the Marehall Plan by the Induatrial
cotntrics to hail out the debitor countyvies.

»

In.the prevence of all these wvaried pVQPﬂﬁﬂ]ﬁ, e Lo
foast lmpoytant ores that have recelived considerable attention
are the Baker and the Bradley Plans. The Baker Flan hoped to
arvange  about $29 billian in pew commitments ($206 from e
commer s ial o baonks  $960 from the multilateral  agencies over
Phres yearal., This is, however, quite o rmeage e aomount
beeping  dn view the seriousness of  the problemes  What 1o
vhopor tant  about the Baker Plam 1g that it recognizes that the

debtor coidityies should grow, Aot run austerity programines.

—_
Py
i
s

lw @ drastic reversal from previcus 5. Fositions.
bhat also appears in this proposal {4 to substitute the World

Itarilk for  the IMFE {0 wmanaging the crisis over the next few
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YOEY D @i Lo gmphiacise il oV e Srnaml o ‘oupply-side?

consideratla

m, over  bhoe  austerity of the IMF proagrammes.,
Bubt, &% we know, budgel reducticons remain the tqp adju%fmeﬂt
privrity  of the major debtor countries. There is no real
luxury  of  ohoessing between  TMF avaterity émd World  Bank

growth  oriented policies, unless the budget constraints of

the debtor countri

av e somehow eased.  The current emphasis

of the Baker Flan is  on conditions for  microeconamic

effici&ncy; Pee.  liberalization of trade, privalisalion of

state enterprises, and apening ta fureigmbdirect investmnent.

Mout  abservers however view that the macroeconomic goals  of

price stability and balahcgd.budgetﬁ gften canflict with  the
;

Liberalisation goals of undervalued exchange vabes and tard £

veduaotions.

The Bradley Flan, often bepmed as 3-0-3 plary, o the

by hand,  proposes that for three years commevcial  hanhke

bhree percentage puintz;\ while alao writing off 2 percent of
the Toan principal.  The Sovernments of industrial céuntrieﬁ
(ﬁﬁwhmﬁ% U.S.  alone? would simultaneausly lend uwpto  lhree
Billion dollare a year. Thus, we ses that Baker s pr opasal
is more hapeful bthan specyfic, But the Bradley plan i wove
speciftic i bterms of reducing the interest buwrden and  also
veduwcing the principal  amount  of  the loans. Secundly,
Baler's proposal involves new loans by the banks in order  to

pevmilt the debbtor countries to keep curvent an thoeilry interest

e W L D RIERS Toy how aarny more years will theoso rnew loans
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by Ifbtherm i o veal burn for the bebteor { o

Lhe countvies to pay thelr Tooano,  i6 e moow Tikely Lo
fuvtha? cxpose the banks and the banking system to a crisig
o f cmnfidwnaeyn Dy adley Flan, won the other haod,  although
painful  in the short-run for the banks, does lay out 0

veasorable  sohedule to reduce the loans. The banls  would

sCreamn 1T cases, oub they muost recognise that

4

abthough the actual lack of repayment is not thely fault; bUhie
excessive sizes of the loans and the inadequate analysdce  as
te the ability of their customer countries to Vepq]y are o

et s responsibility but thelr own. We thus see, the Eradley

rlan  does not go far enough and fast encough, but ite basic

e s correct. There must be a reducticon in the loans,

argd it must talle place guickly. How thep can 1t be made
A R

o e
[RS8 S I S

[74 v ook

ivntly  we munt see how partial debt relief would be

A}
i more  effective thanm the present policy of debit

rewchedul ing in eliciting rneeded structural adjustments from
the most heavily indebted countries. Consider the differing

irncentives for adjustaent that arise from & dollar of  debt

velief versus s dollar of debt postponement. In the event of
a debt postponement, - the foreign creditors are the ultimft@
beneficiaries 1f the country does well, since tﬁe amount  of
eventaal  debt  vepayments will thereby rise. On  the obther
hand, 17 the debt relief is g;anted, the country‘keeps the

berefits of its better performance in the future. Any debt

velieft must, however, involve a complicated deal among the
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creditora, While ogranting relief, the geneval framewosrh
should  be an adboo workout committee for each  wajor  debtor
conintey, wWhich  irclides  all of the major oreditove, both

mificial and private., The IMF and the World Bank should  be

key members of the Committes,  bul should be there to provide

and  expert advice and  Judgoment LA P e i e d
prageamme,  vather  than to set terms with the courntey, It
v lot o bre st imﬁmrtant that the debloy  county y  sheuld
appreoach the creditor cmmmitie& with ifm owrt plan,  rather
than having the plan dictated or designed from the outside.
The country’s plan should be evaluated by the IMF,  which
woetld provide a techrical memorandum i suppovt ov B HOBE T Lo
b thé propusal v However, the [MF?s Judgement would now just
be one volce among many in any final decision Lo gu  ahead
with a plan. The IMF could certainly decide not Lo go abiead
Wit 1 own Lean dnlthe basig of an uﬂfavﬁhrablm veview of a
proasgramme,  but it could ne lobger effectively veto a relief
P kg e ar rﬁ%cheduling agreement agrecable ta abther
cosditars.

fomajor  proablem with  the curvent  arvangement  for

marnaging  the debt orisis is that the curvent system puts  an

o bhe THMF. Thie dffimial creditors

urnddue A TDwIRia R

and  banks wait for the IMF tao work out an agreement with the

countyy.  Whatever e merits of Fund programmes, they are

I A e P
=d bo o with

ok

vegularity. Only recently, with the

fustral Flan in Bira and Truzado Flan in Brazil, has the

IMF heen viewed as acceding to o the plans of  a debbaor
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govertiment, rather  than imposing its own plan., Thus, in

recent years the Fund has found a greatly diminished vate of
compliance  with  its per formance criteria, and  thls  drop
ircompliance  kas  led to & further tightening  of frond
PO LG AT & Uaing its power avaer bﬁrrbwing couwntrles alore

P Fulfill ite obligations 18 & case for trying to meet frst

ot conditions in a small part of a second-besl world.

In such an atmosphere what 16 most necessary le that the
BRI should eoetablish er expand A gcunomnic relatlionshipa  awong
Lhens Ives aimed at collective self Eelianc& and the creation
r'thﬁr Charr diversion, of trade. The propocsal  of  oebt

.

serviocing  through ecomomic cooperation will rnot only provide

»

gl b room for mnanaging the short-run payments  oituation
thvonghy postponement of debt-servicing but alsco provide  lLhe
appaor bunity  to rurture infant’ export industvies dn a marlbet

whiicl, s at once competitive in a regional  framework and

prootoected vig-a-vis ecstablished suppliers in the developed
worlde  The aopening up of new assured markets in manufactured
producer goods should facilitate the utilisation of ﬁximting
idle capacity and the eotablishment of new plants of optimum
5iu§, Tie patterdof  industrialization in developing
oty ies, whion Fas  tended to be autarkic in Mary O aseis,
will now have the charce of growing less insular and more
efficiant. ~Thu§, certainly, some sort of debtors cartel can

hope  to withstand the

internaticnal pressure. If the debt
crisis  provides  the lmpetus for new forms  of  Thivd  World

gsolidarity, thig could twrrn oulb Yo be its most enduring and
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important legaoy.

Some recent develapments ih the world economy Like the
warld~wide fall in interest rates and the dapr&aimtimn'wf the
dollar against  the yen and other Euwopean curvencles  dre
bighly favourable devel dpment s fur» almost all tlehtor
county e, However, the ~d01fér prices  aof  many  primary
commoditbies  have oontinued (o d;cline in rvecent 'yumrg,
offaset bting mahy of the benefity ﬁf lower interest rates. We
thus  @ee  that the future course of the world trading and
financial  system would be decidéd &ggenfially in the balanue
af argument between tHe ma jov . DECD :&unt.ieﬁgl Thevefore, the
remolution of the U, 4. Fedeval g‘e'ebt. prabbee) - intrinsically a

sible

dumestic U.S5. prablem and perhaps the single mout  pou
cenmtribubor to world economic recovery - giil hlave to De
claalt with rat only with resalve, but also with gradualism.
It has to be staged in such a way that any deflaticonary
bipact on the U.8.  ezonomy and the rest of the world will be
compensated by improved growth conditions elasewhere, most
mutably.in Turocpe,  where the recovery is younger and weaker,
14 ig & ‘/timw whiert the debt crisis, ihgtead of  belng

corad ooy o

#a  prablem, should be perceived as @
spoartwnl by for  progress. That is why the U.8. sliould
coptvibul s addi&iumal money o the IMF to bail out the banks.
Because i the ahsence of IMF support,  LDUs could be  forced
oo out back  theiy gq&momiﬁ growth and  imports  even more
saverely than under IMF programnnes. Duch cutbacks could be a

Sy LA

o

o W8, economic recovery, and could alss hav
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degtahilising #ffects on developing countyies.

Hhatg’iﬁ most needed is, thus, a ﬁtrang will -+ the will
of  the U.S.  to deal mw;e effectively wibh ite own  problems
and  the Will of  the majér industrial countries  to .w&rk
tog ctlhver for o a commor end.  Creditor countries need to create
] comnmercial and  finoncial  envirvonment  that o is sy e

sUupirertive  2f the g

owbb objectives of developing countries.

ey et maintais open markets and pursue policies aimed  at
rori- Ik flationary growth, oreating & financial climoste in
which further declines fin interest rates may be pqﬁﬁible.
Aftﬂyﬂll, a greater display of unity among the Third Wonrld
countries  and  a more posgte¥e attitude on the part of  the
dewvel oped countries must  be treated as & NECesGary

precondition for any successful  resolution of  the debt

prablem.
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