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This study attempts to examine the international debt

crisis in the 1980s from a primarily political perspective,

to permit a greater understanding of the interaction between

economics and politics in the course of crisis management.

The process of dealing with the current international

debt crisis provides an apt case for investigation of how

economic concerns affect political outcomes, and how

political factors influence economic policies. This study

concentrates on the two regions of Latin America and Eastern

Europe where the debt crisis started. The study emphasizes

that the international debt problem has been increasingly

politicized in the contemporary international relations, and

that its solution, in addition to the economic aspects,

calls for political willingness by all parties concerned.
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CHAPTER I

INTRODUCT ION

This study focuses on the interaction between economics

and politics in the course of managing the international

debt crisis in the 1980s. It covers well-documented ground

in order to more fully highlight the political factors,

usually neglected in writings.

There used to be a tendency separating economics from

politics in the analysis of international relations. The

current realities of international relations have undermined

this separation of economics from politics. Not long ago,

international finance was considered a straightforward

commercial activity where financial aspects were the

dominant elements. The political aspects were only

secondary. The task of dealing with these issues was seen

almost exclusively as the responsibility of financial

authorities. However, things have changed in recent years.

International financial activities have been closely linked

to foreign policy and political relations between states.

There is a growing awareness of the fact that financial

issues, and the debt issue in particular, have an important

political dimension. This impact on the current status and
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future outlook of political relations between countries is

by no means marginal.

In the process of managing debt crisis in the 1980s,

the interaction between economics and politics has become so

evident that economic concerns could compromise the goals of

foreign policy and political factors also influence

significantly economic decisions. The international debt

problem provides an apt case for investigation in this

regard.

General awareness of the debt crisis dates back to

August, 1982, when Mexico announced its inability to service

its external debt obligations. Since then, the existence of

a debt crisis has been almost universally acknowledged.

Less consensus exists, however, about the nature and causes

of the crisis and therefore about the approach with which

the debt issue should be dealt.

The total external debt of developing countries reached

$ 1,035 billion at the end of 1986.1 Debt servicing

obligations are claiming an increasing share of Third World

export earnings. The heavy debt and debt-servicing burden

will severely impair developing countries' quest for

economic growth and improved living standards.

Over the past decade, the momentum of the buildup of

the developing countries' external debt has been

unprecedented, having increased more than fivefold. However,

1 International Monetary Fund, IMF Survey (March 23,
1987), p. 81.
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since 1983 the rate of growth has been slowing down. From

an annual rate of 21 percent in the 1973-1980 period, it has

decreased to 4.6 percent in 1985 (Table 1).

TABLE I

GROWTH OF DEBT OF DEVELOPING COUNTRIES (1970-85)

US $ billions

Countries Group 1970-73 1973-80 1981 1982 1983 1984 1985

DRC reporting countries 662 737 793 828 865
Long-term debt 490 547 622 665 708

From official sources 177 195 215 232 250
From private sources 313 352 407 433 458

Short-term debt 158 170 140 129 120
Use of IMF credit 14 20 30 33 37
Other developing countries 67 72 78 80 85
Long-term debt 43 46 52 52 56
From official sources 16 19 20 23 24
From private sources 27 27 32 30 32

Short-term debt 23 25 25 27 28
Use of IMF credit 1 1 1 1 1
Total 729 809 871 908 950
Memo item
% Growth of total
liabilities 18.3 21.3 15.3 11.0 7.7 4.2 4.6

Source: World Bank, World Debt Table, 1986.

While the optimists point to a lower rate of growth in

the debt accumulation, the pessimists see as more

significant the higher rate of increase in political and

social tensions in the debtor countries due to

debt-servicing difficulties and harsh government austerity

, 'W;, WJW N" "I'll",
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measures. Over time, tolerence of the situation declines,

especially when there are no tangible signs of an end to the

despair. This manifests itself as an acute problem in those

countries.

Debt has also become a major issue of public debate in

developed countries, because it has a vital bearing on the

well-being of the industrial economies. It is estimated

that U.S. exports to Latin America alone fell by $24 billion

from 1981 to 1983, costing approximately 400,000 jobs.2

Resolution of the debt problem can contribute to the

recovery of developed countries' export markets, the health

of domestic financial institutions and the smooth

functioning of the international financial system.

Origins of the Debt Crisis

The debt crisis has been caused by a complex set of

factors; although external factors have played an important

role in creating this situation, the shortcomings of

national economic policies have also played a decisive part

in it.

External Causes

(1) The international recession and the deterioration

of the terms of trade. Although economic activity in the

industrialized countries began to grow again from 1976

onward, it did not come near to regaining the intensity of

2 William Cline, International Debt (Cambridge,
1984), xvii.
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the 1960s. Moreover, this recovery was affected by other

problems: on the one hand, fixed investment was low, and on

the other, unemployment and inflation rates remained much

higher than they had been up to 1973. As a result, the

second series of oil price increases had a much more serious

effect on the industrialized countries than the first oil

price shock. The economic policies in response to the

situation were very different.

Although the recession which began in 1980 was less

severe than the recession of 1974-1975, it had a much more

lasting effect on the industrial countries. The stagnation

of economic activity in the industrial countries had a

negative effect on their demand for imports and consequently

on the rate of growth of international trade. The volume of

trade grew very little in 1980 and fell by 2% in 1982.3 This

evolution of international trade had a harsh effect on the

less developed countries (LDCs), as it brought about a sharp

drop in the price of most primary products. The terms of

trade for LDCs declined sharply during 1981-1983 period.

(2) The high cost of external credit. The high interest

rates applied in recent years on the international financial

markets also had extremely serious repercussions on the

LDCs. Because most of the industrial countries had given

high priority to reducing inflation, they had in so doing

placed special emphasis on controlling the money supply.

3 International Monetary Fund, Annual Report
(Washington D.C., 1983), p. 1.

_-- m
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And because some of them had persistently high deficits in

their public finances, interest rates rose markedly in the

main financial markets from 1978 onward. In real terms,

during 1980-1983 interest rates reached a record-level not

equalled since the Great Depression.

The exceptionally high interest rates contributed to

aggravating the crisis in two ways. On the one hand, by

putting a halt on the recovery of the industrialized

economies, they tended to reduce the demand from LDCs. On

the other hand, by increasing the service of the external

debt, they greatly increased the deficit on current account

of the LDCs.

(3) The decline of the net inflow of capital and the

transfer of resources. The sharp drop in the net infow of

capital was an important factor which aggravated the crisis.

The negative impact of this decline was severe for three

reasons. First, it occurred after a long period during which

the net inflow of loans and investment had risen

considerably and the overall economic operation of many LDCs

had begun to depend on external financing. Second, this

decline occured simultaneously with the decline in the

purchasing power of exports and the deterioration of terms

of trade. Third, the decrease in the net inflow of capital

happened along with a simultaneous increase in net payments

for interest and profits, thus leading to reversal in the

,w
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direction of the transfer of resources between LDCs and the

industrialized countries.

Internal Causes

(1) A lack of unified management and overall control

over foreign debt became prominent in the 1970s when western

banks were eager to recycle their petrodollars and other

surplus funds, mistakenly believing this to be a good

opportunity. Many debtor nations imported foreign capital

without restraint during that period, thereby boosting their

foreign debt considerably. The problem was later compounded

by their failure to control and manage their external debt.

They failed to draw up a comprehensive repayment timetable

that took into consideration and synchronized the amount of

their debt, the investment they have absorbed, the interest

due and the time limit for repayment, their foreign exchange

reserves, export earnings and the growth rate. As a result,

they ended up with many "loopholes" and have to incur new

loans to pay the old ones. The bunching of maturities

imposed serious threats to the financial stability of those

countries. Therefore, the lack of control over the debt has

been an important cause for the debt crisis.

(2) Inappropriate use of foreign loans has led to low

economic efficiency. Apart from low turnover on foreign

capital, a considerable portion of the loans was used to

import luxury goods. These purchases have seriously sliced
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into these nations' investment rates and repayment

abilities.

(3) The debtor nations' inappropriate development

strategies which provide for unrealistic growth rates and

blind engagement in big projects have contributed to

excessive expenditures and soaring debts. In drawing up

their development plans, some debtor nations pursued too

high a growth rate and excessively large-scale projects.

For instance, Brazil's investment in large projects during

mid-1970s and early 1980s topped $60 billon, which compelled

it to borrow heavily in the international financial market.4

Since the lE2 crisis, the mood of panic has cooled

somewhat. The crisis management has so far succeeded in

preventing the debt repayment difficulties from

substantially affecting the world economy. However, the

underlying problems have been postponed rather than solved.

Major repayment difficulties may recur when huge debt

repayments, presently postponed, will fall due. A recent

example of this, the Brazilian suspension of interest

payment over its private debt declared in Febuary, 1987,

shows that the makings of a future debt crisis continue to

be present.

A lot of proposals have been put forward to deal with

the debt problem, most of which have come to little.

Moreover, there are conflicting views on the seriousness of

4 A. Robinson, "The End of Illusion in Latin
America," Euromoney, September 1982, p. 109.

Lnbo.i'k}lak tlK .SF 6Y.,? n i ., . a. , .+".
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the debt situation and considerable degree of disagreement

as to how to ease the international debt burden.

This study attempts to examine the current debt crisis

from a primarily political perspective by identifying the

determinants of the 1973-1983 period debt evolution and its

political as well as economic implications. Chapter 1

outlines the origins of the current debt crisis. Chapter 2

surveys the Latin American debt which represents a main

dilemma of the international debt issue. It deals with the

politics of adjustment process and the relationship between

debt and democratization in Latin America. Chapter 3

examines the East European debt in the context of East-West

relations. Chapter 4 analyses the debt negotiations in

United Nations Conference on Trade and Development (UNCTAD)

in the context of North-South dialogue. Chapter 5 focuses

on the suggested solutions to the debt problem, seeking to

contribute to a practical solution.



CHAPTER II

LATIN AMERICAN DEBT

The debt problem of LDCs is largely a Latin American

one. The relative size of the debt of the region is much

larger than in the case of other regions. Latin America

held $ 368 billion, or 40% of the LDC debt in 1985.5 Within

Latin America, the debt is even more concentrated:

Argentina, Brazil and Mexico hold more than 60% of the

region's total.6 The lending side is also highly

concentrated. At the end of 1983 the seven largest U.S.

banks had lent on average 137% of their capital to four

countries alone: Argentina, Brazil, Mexico and Venezuela.7

From the creditor's point of view, extensive exposure

gives rise to fears that a major debtor might not be able to

honor its obligations and default. Such failure to pay could

wipe out individual banks and severely damage the

international financial system. The debtor's viewpoint is

different: heavy debt-service burden is retarding economic

growth and threatening social stability. It is these

s United Nations, World Economic Survey, 1986, p. 81.

6 Inter-American Development Bank, External Debt and
Economic Development in Latin America (Washington, D.C.,
1984), p. 11.

7 Brian Kettell, George Magnus, International Debt
Game (London, 1986), p. 10.
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at the Bank for International Settlements in Basel and put

together an additional loan of $1.85 billion.1O Over the

next several months, Mexico accepted painful austerity,

slashing imports and halting economic growth.

Largely because of the Mexican crisis, bank confidence

sagged, and new private lending quickly dried up throughout

Latin America. Other debtors in the region soon found

themselves deep in trouble. More rescue packages were

arranged later on. In addition, banks were persuaded to

resume their lending in the region despite the already high

exposure levels. Moreover, banks were also urged to

consider such proposals as a cap on interest rates.

It is not difficult to discern why the U.S. government

took an active role in the crisis management. Latin America

has always been regarded as a region vital to U.S. national

interests. The Ur ted States could not ignore the potential

for disorder in its own backyard that financial default

might have precipitated. Furthermore, policymakers were

also worried about the direct risks to American banks, whose

exposure had been high in the region. Finally, there was

concern about U.S. trade interests in Latin America. By

1982 Latin America had become the second largest market for

U.S. exports next to Western Europe. Mexico alone is the

third largest customer to the United States. After the

Mexican crisis, commerce and real-estate markets throughout

10 Joseph Kraft, The Meg'- :an Rescue (New York: Group
of Thirty, 1984 ), pp. 18-19
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the American southwest were seriously damaged.11

For Latin American governments, the debt issue

constitutes a dilemma. On the one side, these governments

are under intense pressure to arrive at satisfactory

arrangements for settling their debts. On the other side,

they must also answer to their populations and look at the

consequences for their national societies. And the price to

be paid has typically involved politically unsustainable

adjustment measures: devaluation of currencies, wage and

credit restrictions, and fiscal deficit reductions. These

measures often arouse strong opposition from major social

forces: labor unions, opposition parties, etc.

Both the rescheduling of external debt and the

adjustment process have proved very costly for the countries

of the region. Between 1981 and 1983, they did achieve a

substantial reduction in the deficit on current account,

thus meeting the basic objective of the adjustment policies,

but this was due almost exclusively to tremendous reduction

in imports. Under such circumstances the adjustment has

been sharply recessive in nature and in many countries has

gone hand in hand with a considerable slowdown of domestic

economic activity and a deterioration of the employment

situation. As a result of the adjust nt policies, Latin

American imports fell from $98 billion in 1981 to $59

billion in 1984. Gross domestic investment in the region

11 New York Times, December 6, 1982, p. 9.

! 4 $iAK, , I , I 11 -, I -
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fell by 13% in 1982 and by another 15.6% in 1983.12 Needless

to say, this pronounced slowdown was coupled with a sharp

rise in unemployment, which reached 15% of the labor

force.1 3 At the same time, debt-renegotiation agreements

have contributed to a sharp increase in the cost of

external financing to the Latin American countries.

Old Strategy Challenged

There are basically two schools of thought as to what

needs to be done in response to the debt issue: On the one

side are the U.S. and OECD governments, who see the recent

crisis as an one-time shock. They see the debt problem as

"manageable," meaning its resolution does not call for major

changes in policies and the existing institutional

arrangement, which is now proceeding on a case-by-case

basis.

On the other hand, the Latin American and other LDC

governments see the present situation as unsustainable.

Given the magnitude and the deep-seated structural nature of

the debt issue, the problem is perceived to be systemic,

whose resolution calls for reforms in the prevailing "rules

of the game, "

12 Inter-American Development Bank, op.cit., p. 26.

13 Economic Commission for Latin America and the
Caribbean (ECLAC), External Debt in Latin America, 1985,
p. 6.
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Since the consolidation of debt management in late

1982, the optimist view has not gone unchallenged. On two

occasions, changes in the economic environment heightened

debtor resistance and strengthened debtor bargaining power.

On each occasion, changes called into question the

assumptions of the optimist view; reform proposals

previously dismissed were reconsidered seriously. In

mid-1984, an increase in the U.S. prime interest rate

touched off the first round of discussion of shortcomings in

the case-by-case approach. That movement in a key economic

indicator produced divergencies in the creditor nations and

shifted bargaining advantages toward the debtor countries.

Western European governments seemed to become more skeptical

of the existing course and were inclined to see Latin

American debt as a U.S. problem. The central bankers in

the developed countries took the lead in stimulating

discussion of the next stage in the resolution of the debt

crisis.

A second concern of central bankers was stirred by the

panic that surrounded the rescue of Continental Illinois.14

The massive infusion of capital by the Federal Deposit

Insurance Corporation and the extraordinary guarantee to

depositors made by the FDIC and the Federal Reserve aroused

fears for the stability of the international banking system.

14 Abraham F. Lowenthal, "Threat and Opportunity in
the Americas," Foreign Affairs, Vol. 64, No. 3, 1986, p.
548.
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It also called into question the trend toward deregulation

of banking, with unpredictable consequences for the flow of

finance to developing countries. The central bankers were

joined in their questioning of the optimist consensus on the

debt crisis.

Although changes in economic environment stimulated a

public debate of the short-term approach, the major

challenge came from the LDCs, from the political constraints

on adjustment. It seemed unlikely that the Latin American

debtor countries would be able politically to sustain a

combination of low growth and the exportation of capital to

service their debt.15 Argentina bargained to the brink on an

IMF standby arrangement in 1984. The Alfonsin

administration insisted repeatedly that it would not impose

recessionary policies. Although an agreement was finally

reached with the IMF, it remains to be seen whether an

austerity program can actually be sustained in the face of a

strong union movement seeking economic relief. The

Brazilian Congress, in a display of independence, rejected

the wage bill associated with the IMF settlement in 1983.

By the end of 1984, failure to meet monetary and fiscal

targets had led to a suspension of IMF disbursement and a

new round of negotiations with IMF. Although economic

moderates have important roles in the new civilian

government, they will face strong pressures to modify the

is Miles Kahler, The Politics of International Debt
(Ithaca, 1986), p. 248.
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orthodox policies. The Dominican Republic suspended its

negotiations with IMF after riots over price increases that

were publicly blamed on the IMF. Bolivia announced in May,

1984, a temporary suspension of payments on debt owed to

commercial banks. Economic hardship was most severe among

some of the smaller debtors, but domestic political

pressures were pushing all debtors toward a tougher

bargaining position.

Cartagena

The most coherent attempt by Latin American nations to

form a common front for negotiation in relation to the debt

situation was that of the Cartagena Group: Argentina,

Bolivia, Brazil, Chile, Columbia, the Dominican Republic,

Ecuador, Mexico, Peru, Uruquay and Venezuela. Their most

detailed statement of views was the communique issued after

the meeting in Cartagena on 21-22 June 1984. This followed

the Quito Declaration and Plan of Action of 19 May, and a

letter sent to the heads of the state and government at the

1984 London economic summit of the industrial countries.16

The main objective of the Cartagena Group was to

increase their bargaining power by negotiating to some

extent jointly. The desire of the eleven countries for a

global solution was the key issue on which their views

differed from those of the industrial countries. The

16 Jorge E. Navarrete, "The External Debt and the
Cartagena Consensus," CEPAL Review, No. 27, December
1985, p. 12.
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industrial countries maintained their faith in the

case-by-case approach. On this point, the industrial

countries and the IMF had not given ground and the

case-by--case approach remained to be their way of dealing

with debt issue.

Further meetings of the Cartagena Group took place in

Argentina in fall 1984 and in the Dominican Republic in

February 1985 to co-ordinate its position before attending

the IMF and IBRD annual meeting. The proposals put forward

related to practical measures such as easier conditionality

on IMF lending, greater use of co-financing in relation to

the provision of money from the World Bank, and increasing

the World Bank's capital.

By spring 1985 it appeared that the negotiating weight

of the Cartagena Group had been relatively slight. One

reason was that its recommendations could not be implemented

unless the industrial countries agreed to do so, and by

early 1985 no such agreement had been reached. Moreover,

the individual interests of the eleven countries differed

substantially. Each country was subject to its own special

situation when faced with decisions. Although nothing like

a debtors' cartel has emerged from the exchange between

Cartagena countries, it is probably significant that

cansultations among Latin American debtors have increased

considerably and the potential of enhanced co-operation

seems evident.

was"Nolm !WAN



20

Politics of Adjustment

After official debate within the North and between

North and South intensified in 1984, consideration of such

modest reforms as the interest-rate cap or an interest-rate

facility at the IMF was set aside. The revised case-by-case

approach, rewarding adjustment with a longer leash and

easier terms, reduced debtor resistance and dissolved the

threat of debtor cartel. By early 1985 official optimism

emerged once again. Confidence in the existing strategy was

indicated by the industrial countries' resistance to

developing country demand for an allocation of special

drawing rights, an interest-rate subsidy at the IMF and more

resources for the Bretton Woods institutions.17

However, the pattern of cooperation was shaken by

worsening economic conditions and political changes in the

debtor countries. These shifts represented yet another

challenge to the case-by-case approach, deeper than that of

1984 because they followed years of painful adjustment by

major debtors.

Rescheduling negotiations with Argentina and Brazil

were delayed in 1985 when IMF declared their adjustment

programs off track and suspended disbursements. The IMF

action seemed designed to reestablish its credibility during

a time of political transition in Latin America.

17 Jeffrey E. Garten, "Don't Use Mexico's Solution as
a Model," New York Times, September 23, 1984, p. F4.
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Economic decline of Latin American countries in 1985

continued to challenge the prevailing approach of debt

management. The weak response of commodity prices to the

economic recovery that began in 1983 had been clear for some

time. Mexico and Venezuela had to contend with declining

oil prices, which led to new austerity measures. Brazil

seemed to reach the limits of import compression and

confronted the threat of increased protectionism. As

American growth declined in 1985, Latin American exports

declined significantly.18 Worsening economic conditions

called into question the notion that the debt crisis was

over.

Cooperation without reforms was further complicated by

political changes in the major debtor countries and their

effects on elite commitment to adjustment. In Mexico, the

Institutional Revolutionary Party (PRI), the largest

political group, has always maintained control of the

federal government and has never lost a state election. Of

late, however, fractures have begun to appear in the PRI's

dominance over the Mexican polity. Conflicts between the

industrialists and workers have emerged.1 9 And the recent

merger of four left-wing parties has strengthened resistance

to the PRI's supremacy.2 0 Whether the PRI will maintain its

18 International Monetary Fund, IMF Survey, (August
12, 1985), p. 246

19 A. Robinson, "Mexico's New President," Euromoney,
April 1982, p. 29.
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record of uninterrupted electoral victories is now very much

in doubt.

The creditors and the IMF had less control over the

politics of adjustment inside the debtor countries, yet that

politics was critical in determining the bargaining behavior

of debtor countries. Elites in debtor countries have to

weigh not only the economic costs of severe adjustment

programs, but they also have to look at the consequences for

social stability and for their domestic political position

as well.

In Brazil the new president, Jose Sarney, pledged that

he would not accept a recession as the price of an agreement

with the IMF. His government equivocated between the

expansionist programs urged by the Planning Ministry and the

more orthodox line of the Finance Ministry and the Central

Bank; the orthodox line seemed to concede defeat with

resignation of both finance minister and the Central Bank

president in 1985.21 In Argentina, Alfonsin was able to

confront resistance from peronist unions and won the

election. But the Alfonsin government gave no indication of

changing its demands for a more equitable solution to the

debt crisis.

20 Ibid. p. 27.

21 Kahler, op. cit, p. 266.
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The same demands for a new bargain on debt management

characterized the new government of Peru. The new Peruvian

President Garcia took a more dramatic action, announcing at

his inauguration that Peru would limit its debt-service

payments to 10 percent of its export earnings--the first

such explicit linkage by any debtor country. While pledging

to repay the debt, Garcia also ruled out a program with IMF

and pledged to seek debtor coalition in order to strike a

better bargain with the creditors.

The new civilian governments of Latin America thus took

a tougher line toward their creditors as well as accepting

some orthodox adjustment measures. Flagging economic

prospects and changes of political regime had placed the

case-by-case approach in question. Efforts at debtor

coalition had not intensified, but increasingly each debtor

country voiced the same bargaining position.

Debt or Democracy

Throughout the early 1980s, the return to democracy has

been Latin America's main critical issue. The central

question for the next period will be whether this commitment

to democracy and its consolidation can continue as the

region struggles with its profound economic problems. If

the external constraints remain tight a.d the new

democracies cannot soon generate hope that their economies

will recover, political stability in the region could be

,.:Rgeq ' ... , q+ t .i .:_ . i.-ukrzar. .i ra t. , .. . .:. ,. ,, ,9 ibnv ait#t4bi iH'F 
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undermined. Latin America's democratic leaders cannot tell

their people to tighten their belts further without

providing them some hope that relief is in sight.

Most of Latin American countries continued to suffer

the worst depression since the 1930s. The region's upturn

of 1984 could not be sustained. It had been achieved to a

large extent by cutting back on imports dramatically. The

1984 upturn was based on a temporary boom in exports to the

United States, made possible by the high growth rate of the

U.S. economy and the strong dollar, both of which faltered

in 1985. The statistics on Latin America's economic

distress are stark. Per capita product for the entire

region has fallen about 19 percent since 1980.22

Unemployment has been very high, upwards of 20 percent in

some main urban centers.2 3 Inflation is rampant, over 130

percent in 1983 for the region as a whole.2 4 Latin American

responses to this grim reality have been mounting tensions

as reflected in strikes, protests, street crimes. And the

orthodox debt strategy came increasingly under challenge.

From the start of the debt crisis, the creditors had

pressed Latin American debtors to deflate their economies,

cut imports and reduce social and other services. The

debtors were urged to count on an expansion of global

22 Economic Commission for Latin America and the
Caribbean, External Debt in Latin America, p. 6.

23 Ibid.

24 Ibid.
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economy to trade their way out of debt. Latin American

debtors were rescheduled to defer the payment of principal,

but interest obligations were increased. To many in Latin

America, the orthodox approach looks increasingly like a

blind alley. The growing danger is that creditors'

pressures for repayment may force the democratically elected

governments to maintain unpopular policies that could

undermine political stability. As the Peruvian President

Garcia put it in his address to the UN General Assembly in

September 1985, "we are faced with a dramatic choice: it is

either debt or democracy."2S With the threat to new

democracies clear, the need for a new approach to the debt

problem is acute.

2S James Brook, "Peruvian President, at the UN, Warns
IMF That Debt Repayment Must Be Eased," New York Times,
24 September 1985, P. A15.



CHAPTER III

EAST EUROPEAN DEBT

One of the noteworthy international financial

developments of the 1970s was the rapid growth of economic

and financial relations of Eastern Europe with the Western

countries. A reflection of the increase in financial

relations was the growth of East European debt which rose

from $8.4 billion in 1971 to $92 billion in 1981.26 Prior to

1970, East European countries hardly figured as borrowers in

the Western capital markets. The restraint disappeared

during the period of East-West detente, when the changed

political conditions came to favor stronger financial

relations. Throughout the 1950s and well into the 1960s,

the East European countries pursued a development strategy

of import substitution with the objective of reducing import

dependence and enhancing national autonomy. Economic

conditions within the Council of Mutual Economic Assistance

(CMEA), the availability of raw materials in the Soviet

Union and the intrabloc trade and financial arrangements

initially shaped this strategy. By late 1960s, the need to

increase productivity in the face of a technological gap led

the East European countries to seek substantial imports of

26 OECD, Financial Market Trends, No. 24, (March
1983), p. 17.
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Western machinery. On the Western side, most governments

were willing to guarantee trade credits in order to

encourage exports to the region while private banks were

entering a decade of international expansion. Moreover, as

a result of the common perception of a Soviet "umbrella"

guaranteeing the creditworthiness of its Eastern allies, the

Eastern European countries found themselves in a favorable

borrowing climate. Consequently, there was an unprecedented

acceleration of credit transactions and the gross East

European debt increased elevenfold between 1971 and 1981.27

It did not approach the size of developing country debt but

nevertheless was large enough that the financial stability

of East Europe was a matter of concern for the Western

commercial banks and for the soundness of the international

financial system as well.

The situation began to change in 1979. The Afghan

crisis and the deteriorating US-Soviet relations caused

Western bankers to reevaluate their positions in Eastern

Europe. The incipient debt-servicing difficulties in Poland

as early as 1978 and subsequent repercussions throughout the

Eastern bloc influenced the Western assessment and behavior.

By the first half of 1981, Western governments and banks had

imposed a credit squeeze on Eastern Europe. This occurred

about one year earlier than the credit squeeze on the LDCs,

which did not start until the second half of 1982. The

27 Joan Edelman Spero, The Politics of International
Economic Relations, (New York, 1985), p. 365.

.. mod-a' ... '. ' 9 ' d:
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general reluctance to lend to Eastern Europe became more

concrete when Poland actually became insolvent in March 1981

and martial law was declared in December 1981. However, the

earlier credit cutback forced East European countries to

take measures to reduce trade and current account deficits,

and precluded the rapid buildup of debt which proved to be a

policy error for some LDCs, particularly the Latin American

debtors.

Debt Growth in the 1970s

Prior to 1970, trade between the CMEA and OECD

countries represented a relatively low share of the total

foreign trade of East Europe and the two-way trade was

generally balanced. At the beginning of the 1970s, The

political conditions for an intensification of economic

co-operation between East and West were favorable. With the

climate of detente prevailing, the first half of 1970s saw a

rapid rise in East-West trade, when the value of trade

between CMEA and OECD countries rose by 34 percent in 1973,

a further 43 percent increase in 1974, and 18 percent more

in 1975.28 But the East European imports from the West grew

much faster than their exports to the West and in five years

from 1971 to 1975 they were about 25 percent higher. The

result was an accumulated deficit for the CMEA countries of

nearly $25 billion.2 9

28 United Nations, Economic Bulletin for Europe,

(December 1975), p. 60.
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The CMEA countries accepted these deficits. They saw

an expansion of trade with the West as a way of using

foreign trade as a growth factor. The plan was to make use

of Western technology to develop a strong export industry.

The expectation was that the imports from the West would pay

for themselves through increased exports.

On the Western side, bankers were impressed by the

spotless previous record of East European borrowers, and

their entrance into the market offered an opportunity for

portfolio diversification. In addition, the Euromarket had

been growing rapidly. In the petrodollar-recycling process,

East European requirements initially appeared negligible.

As the recession deepened and the credit demand in the West

fell, East European borrowers had no difficulty in obtaining

large loans.

The East European debt must be viewed in the world

context of rapid growing borrowing to finance

balance-of-payments deficits. Nevertheless it is

substantial even in comparison to the total debt of less

developed countries. By the end of 1976, the external debt

of LDCs was $180 billion, of which $75 billion was owed to

commercial banks. Corresponding figures for Eastern Europe

were $46 billion and $28 billion.3 0 Although the rate of

29 Alec Nove, "East-West Trade: Problems, Prospects,
Issues," The Washington Papers, Vol. 6, No. 53 (Beverly
Hills, Calif., Sage Publications, 1978), pp. 19-23.

30 Richard Porter, "East Europe's Debt to the West,"
Foreign Affairs, July 1977, p. 752.
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growth of the new debt decreased during the second half of

the 1970s, the total debt continued to grow, averaging $11

billion each year.3 1 Since 1980, new credit transactions

have been drastically reduced. Loans to East European

borrowers on the Euromarket dropped from $4.7 billion in

1979 to $1.5 billion in 1981 and $0.7 billion in 1982.32 As

a result of these changes total external debt of Eastern

Europe sank by $6.7 billion for the first time in 1982.33

Poland's Insolvency

Like other borrowers which had substantial current

account deficits, East European countries developed

significant borrowing requirements and hence became

vulnerable to a loss of market confidence. Poland received

the most credit, about $27 billion at the end of 1982, which

amounted to one third of the total loans to Eastern Europe.

By the late 1970s, the Western financial community had

identified Poland as a major problem in international

creditworthiness. Annual borrowing requirements became

increasingly onerous, and with the deteriorating perception

of Poland's creditworthiness, needed funds became difficult

to obtain. Realizing that the banks were fast losing

confidence, Polish policymakers assigned the highest

31 United Nations, Economic Bulletin for Europe,

December 1981, P. 554

32 United Nations, Economic Bulletin for Europe,

December 1983, p. 415.

33 Ibid., p. 409.
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priority to avoiding a debt crisis.

:Beginning in 1978, Polish officials began to approach

the world banking community for assistance in organizing

special balance--of-payments loans in order to fill in

Poland's financial gap. Recognizing the urgency of Poland's

request and its implications for international financial

assistance stability, Western governments and banks extended

substantial assistance while Poland greatly improved the

flow of necessary economic data to creditors and undertook a

domestic adjustment program. However, following the

deepening of social conflict in 1980, confidence weakened to

a critical point and in March 1981 Poland was obliged to ask

its official and private creditors to reschedule its debt.

The Polish debt crisis emerged in a unique political

context. In 1980-1981, government austerity measures and

economic mismanagement led to widespread labor unrest and

political opposition under Solidarity brought social

instability. At the time the attitude of Western countries

was: do nothing to destabilize the situation inside

Poland.3 4 Separate negotiations began with official and

private creditors. By the end of April an agreement was

reached between Poland and 16 Western governments on the

rescheduling of official debt. Negotiations with private

banks were much more protracted. After some difficult

-34 Benjamin J. Cohen, "International Debt and U.S.
Policy," International Organization, Vol. 39, No. 4,
Autumn 1985, p. 708.
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bargaining, banks finally reached an agreement with the

Polish governement. The banks agreed to reschedule $2.4

billion of commercial debt but required that Poland pay all

interest currently due. The concurrence of Western banks

was crucial inasmuch as two thirds of Poland's debt was owed

to private lenders.

Then came the declaration of martial law in December,

which led to a sharp reaction by Western governments. Talks

on the rescheduling of official debts coming due in 1982

were immediately suspended, and economic sanctions were

imposed against both Poland and the Soviet Union, including

termination of all subsidized food shipments and most U.S.

government-guaranteed credits to Poland, restrictions on

Polish fishing rights in American waters, suspension of

talks with the Soviet Union on a new grain agreement, and an

embargo on materials for the Soviet natural gas pipeline.

The aim of the sanctions was clear: to persuade Poland and

the Soviet Union to end martial law.3 5

The impact of the sanctions, however, was affected by

the continuing problem of Polish debt. For 1982 alone

Poland owed a total of $10.4 billion in principal and

interest, yet it had still not gotten current on the

interest due for its rescheduled 1981 debt. Although the

exposure of Western lenders in Eastern Europe was not as big

as that in Latin America, the fear of financial disruption

3s Ibid., p. 709.
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was genuine. A scramble by banks to reduce their exposure

in Eastern Europe might lead to a chain reaction of defaults

throughout the region. At this time repayment of part of

the loan, guaranteed by the Commodity Credit Corporation

(CCC) of the U.S. Department of Agriculture, was due but

could not be made by Poland. The situation was such that

some additional relief would be required if default were to

be avoided. The United States had no desire to precipitate

a Western banking crisis. Consequently the US Government

took over the arrears and paid the Polish liabilities to the

American banks. Misgivings on the part of U.S. banks, as

well as European banks and governments, about the economic

repercussions of a default were probably the reason why the

above-mentioned action was taken. However, in this way,

debt helped to undercut the effectiveness and credibility of

the sanctions.36

East European Crisis 1982-8?

Poland's insolvency and the need to reschedule its

debts led to a strong reaction toward all East European

countries, including those with comparatively good credit

standing, because it was realized that key Western

assumptions on credit policy were unrealistic. There was

the so-called "umbrella theory" that the Soviet Union would

grant financial assistance to any other CMEA countries

36 Reinhard Rode, and Hanns-D. Jacobsen, Economic
Warfare or Detente (Boulder, Colorado, 1985), p. 43.



34

threatened by a default of payment to Western creditors.

Western credit policy was based on the assumption that such

an umbrella existed. When this was not the case, as Poland

and later in 1982 Romania became insolvent, one cornerstone

of Western credit policy was destroyed. There was an abrupt

change in the credit policy toward all of Eastern Europe.

The umbrella theory was also disastrous insofar as

while it facilitated calculation of the overall regional

risk of Eastern Europe, it encouraged overlending to

individual countries. A more balanced allocation of

credits might have prevented the excessive Polish debt

burden. Poland's insolvency hit the Western governments and

banks hard and forced them to change their lending policy

toward East European countries.

There were already signs of difficulties in 1980s, when

several Eastern applicants for credit were denied and a

trend toward rising interest rates and short-term credit was

already visible. But these difficulties became worse after

the Polish "shock," because it was no longer possible to

assure that other East European countries would succeed in

their debt management. This expectation soon came to

dominate all Western capital markets.3 7 Consequently, new

credits were scarcely granted any more, and admittance to

the Euromarkets was denied not only to Poland but also to

37 OECD, "Recent Trends in the International
Financial Situation of Eastern Europe," Financial Market
Trends, March 1985, p. 23.
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all other East Europeancountries.

The abrupt shift in Western credit policies began to

have a truly devastating impact throughout the region in

1982. In March 1982, Romania was forced to reschedule

debts. In later months, some major Latin American debtors

were forced into illiquidity, and world financial markets

began to fear a generalized debt crisis. As a result, banks

sought to reduce lending to all debtor regions including

Eastern Europe. The East European countries themselves had

become aware of the dangers of high borrowing requirements,

and had been trying hard to deal with their debt problem.

On the one hand, they began to reduce their trade deficits

with OECD countries; on the other, they borrowed in the

medium-term syndicated market in order to improve the

maturity structure of debt. Nevertheless, at the time of

lending contraction, Hungary, the GDR and Romania still had

large annual borrowing requirements. When Western banks

sought to reduce exposure in Eastern Europe, the region was

obliged to move its balance on current account from deficit

into surplus, that is, to pay for their imports with export

earnings.

Throughout 1982 the international banking syetem was in

a process of reassessing its worldwide position. Part of

this reassessment contained a general conclusion that in the

late 1970s, banks had given excessive consideration to asset



36

growth at the expense of careful risk assessment. In

addition to this process of reassessment, pressures for more

careful risk analysis began to arise from bank regulators

and stockholders. Because of the cautious attitude in

international banking, Eastern Europe, where two countries

had already had to seek debt rescheduling, became an area of

particular concern.

Some banks concluded that Eastern Europe was no longer

an attractive area to lend. A reduction in bank lending

between 1982-83 totaled a 20 percent decline. And Eastern

Europe was the only region of the world in which an absolute

decline in bank lending took place. Moreover, Western banks

began terminating short-term credits. Consequently, short-

term credits were not rolled over but terminated in the CMEA

countries. 38

Romania was particularly hard hit by the withdrawal of

short-term credit totaling $1.5 billion in the second half

of 1981. The enforced repayment of these funds was a major

factor in the Romanian liquidity crisis. Romania would have

remained solvent had it not been forced to refund such

credits to the Western banks.

During 1982, the termination of short-term credits

caused Hungary to experience a major liquidity crisis. It

is paradoxical that Hungary, which distinguished itself from

other CMEA countries by its economic policy and the quality

38 Ibid., p. 25.
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of its financial management, faced a liquidity crisis

because of the above-mentioned action.

'The GDR, which had made only moderate use of short-term

credit on the inter-bank money market, lost only $0.2

billion in withdrawal of the short-term credit. It was more

affected by the fact that after receiving an average of $0.5

billion from the Euromarkets between 1979-1981, it could

only raise $0.07 billion in 1982. This caused a liquidity

gap in 1983.

In contrast to Poland, these other CMEA countries were

merely dealing with liquidity problems, although they were

in certain cases very serious. These liquidity crises can

be explained by the panic and anxious claims for repayment

by the Western banks.3 9

The East European Adjustment

Faced with the determination of the international

financial community to reduce net lending, the East European

countries made a painful adjustment. Imports were slashed

drastically. Since an attempt was made to protect domestic

consumption in most countries, the import cuts fell with

special severity on investment, with potentially severe

consequences for the region's future development.

Recognizing the excesses of the investment boom in 1970s,

the East European countries had in any event planned to

39 United Nations, Economic Bulletin for Europe,
December 1983, p. 413.
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allow investment to level off and to eliminate gradually

their deficits on current account with the West, but the

financial crisis forced a harsh adjustment. Reflecting this

adjustment, the current account of Eastern Europe, which was

in deficit throughout the 1970s, moved into surplus after

1982.40

A sizeable reduction in international debt has occured,

with net debt at the end of 1984 about 20 percent below the

level of 1981 (Table 3).

TABLE III

EAST EUROPEAN DEBT IN CONVERTIBLE CURRENCIES

(Billions of US dollars, end of period)

Country 1981 1982 1983 1984 1985 1986

Gross debt
Bulgaria 3.1 2.9 2.4 2.1 3.6 4.9
Czechoslovakia 4.4 3.8 3.5 3.1 3.4 4.5
GDR 15.3 12.9 12.1 11.3 13.5 14.6
Hungary 8.7 8.0 8.3 8.8 11.8 15.0
Poland 25.5 26.5 26.4 26.9 29.7 33.8
Romania 10.2 9.8 8.9 8.0 6.6 5.9
Total Six 67.1 63.8 61.6 59.4 68.5 78.7
USSR 25.4 25.7 23.0 22.1 27.8 36.0
Total Seven 92.5 89.6 84.6 81.5 96.3 114.7

Source: OECD, Financial Market Trends, February 1987.

40 United Nations, Economic Bulletin for Europe,
December 1985, p. 355.
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Four countries, Bulgaria, Czechoslovakia, the GDR and

Romania, have been running sizeable surpluses on current

account. Hungary and Poland have not achieved a large

surplus on current account for the period but have only

reduced their deficits; thus no reduction in debt has been

registered. The U.S.S.R. has always had surpluses on

current account but net debt to Western countries remains

basically stable. 41

The 1982-83 crisis may have pushed the East European

countries to the brink of default, but most countries

stopped short of the brink. Two basic reactions can be

discerned in the world banking community. One group of

banks concluded that, owing to the apparent structural

difficulties of Eastern Europe, lending should be limited to

the extent that is necessary to support established bank

relationships with exporters. A second group of banks,

while recognizing the problems of Eastern Europe, have

concluded that Eastern Europe represents a good balance

between risk and return. Some bankers who observed the

adjustment were impressed by East European behavior which

they compared favorably to that of developing countries,

particularly Latin American debtors, where banks were

obliged to contribute involuntary lendings. Many of the

major LDC debtors are rescheduling their old debt and thus

find it hard to c :ain new lendings from the market. On the

41 Ibid.
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other hand, East European countries are now able to obtain

funds on good terms. Despite the fact that many

international banks wish to limit exposure in the region,

East European countries have made a sizeable repayment of

debt to banks in the past few years and since 1983 market

opinion has been becoming positive toward the region on the

whole. Thus the East European position in the world

financial market has been improving. Whereas in 1983, most

East European countries could obtain only two-to-three year

financing, by mid-1984 all countries except Poland and

Romania could obtain medium-term credits at margins of no

more than 1 percent above LIBOR (London Interbank Offered

Rate) .42

Despite this improvement, the East European countries

are still in a less favorable position than in the late

1970s. Lender awareness of risk is keen and sensitivity to

the differences among CMEA countries has arisen. Many large

international banks have decided to limit their exposure in

the region. Thus, while most East European countries can

improve terms of borrowing so long as total debt is

declining, it is doubtful that the credit market could

support a significant increase in borrowing.

42 United Nations, Economic Bulletin for Europe,
(December 1984), p. 452-54.
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Political Aspects

'The 1970s represented a period of booming East-West

detente and East-West trade, therefore also a period of

improved East-West financial relations. During this period

the East European countries had easy access to the Western

capital markets. They were considered as good credit

partners, and were treated like any other borrowers. In

contrast there were virtually no significant East-West

credit relations between the end of World War II and the

late 1960s. The Western banks' assessment of Eastern

Europe's creditworthiness changed when the detente of the

early 1970s reduced political risks.

But following the Soviet invasion of Afghanistan in

1980, the banks again recognized the political risks but did

not begin to include them in their calculations until a year

later when Poland became insolvent. Although primarily

caused by the declaration of martial law in Poland, the

poltical involvement of Western governments has implications

for Eastern Europe as a whole. The politicization of

East-West trade and financial relations has caused the banks

to be more cautious in their political risk assessment. The

politicization was largely due to the U.S. emphasis on the

security implications of East-West trade. This view assumes

that East-West trade and financial relations mainly benefit

the East, therefore must be limited. However, there were

, wwwklv*K ,
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some differences between the United States and Europe over

American proposals to standardize Western capital export

policies toward Eastern Europe.

Even though the proposal to limit credits was not

accepted by Western Europe, it did have a substantial impact

on the Western credit markets. This led the banks to become

more cautious in their lending policy because they did not

know whether West European governments would be obliged to

follow the U.S. lead in seeking a more security-related

approach to East-West trade and credit policies. Moreover,

the U.S. demand could be transmitted to the markets by way

of American banks, which have significant influence on the

financial markets. This shows the pervasive influence of

politics. 43

The idea of extending security policy considerations to

include credit relations with Poland and Eastern Europe as a

whole gained ground in the United States in the spring of

1982. It came with the discussion of declaring Poland in

default and the possible imposition of monetary sanctions.

There was considerable pressure from several U.S.

constituencies for an official declaration of default on

Poland. This strategy was justified on the grounds that the

weapon of capital is potentially one of the most powerful

and least used in the Western world, and that the capital

requirements of East European countries might cause a change

43 Reinhard Rode, and Hanns-D. Jacobsen, Economic
Warfare or Detente, (Boulder, Colorado, 1985), p. 42.
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in Soviet attitudes in other fields and could lead to

progress on significant reductions in armaments. However,

after an extremely controversial debate, the Reagan

Administration did not force a declaration of default, for

three major reasons. First, there was the fear of financial

disruption. Secondly, there was a fear of political

disruption in the Western alliance, reflecting Western

Europe's far greater loan exposure in Poland, accounting for

three-quarters of all Polish debt. Given that West European

banks and governments had so much more of an interest to

protect, it was not unlikely that they might respond

favorably to any Polish initiative to negotiate a separate

deal. American bankers were concerned about the prospect.

Thirdly, there was a fear of losing a possible instrument of

leverage over Poland, where martial law was not yet lifted.

The discussion of monetary sanctions was influenced by the

idea that the introduction of governmental controls over

capital flows would enable the West to exert political

pressure on the Soviet Union and its allies. Among all the

politically motivated approaches to East-West economic

relations, the banks rejected a declaration of default and

monetary sanctions most strongly, because they were

concerned that monetary sanctions could plunge the Western

financial markets into chaos. 4 4

44 Ibid., p. 43.
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For East Europe, the politically motivated credit-stop

would have serious consequences. They would be obliged to

maintain a balance of trade surplus with the West to cover

the high interest payments and principal obligations. This

would result in a loss of growth for the duration of the

sanctions. In addition, in order to finance large projects,

the CMEA countries would have to accumulate hard currencies

by increasing exports or reducing imports. Official

discussion of the application of monetary sanctions was

probably suspended by a realization that the costs of such

sanctions would be high for both the East and the West.

Trends

The crisis of 1981-83 is over for the region as a

whole. With the exceptions of Poland and Romania, East

European countries are in 1987 encountering noticeably

easier borrowing conditions. Nevertheless, the events of

the past few years have left the region with a diminished

position in the credit market. The immediate crisis has

passed, but it remains to be seen whether a more

constructive basis can be found for East-West financial

relations. On the Eastern side, despite the disappointing

experience with East-West financial relations in the 1970s,

there is no sign of a general tendency by East European

countries to de-emphasize dealing with the West. Probably

individual countries wiL. choose divergent paths. Both
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Hungary and the GDR seem to be pursuing a more outward-

oriented strategy toward the West, as suggested by their

renewed borrowing on Western capital markets and their

efforts to resolve the debt crisis through expanding exports

rather than contracting imports. In contrast, Bulgaria,

Czechoslovakia and Romania seem to be opting for greater

autonomy from Western trade and capital markets. Both

Bulgaria and Czechoslovakia declined to take on new medium-

and long-term debt in 1983-84, although they were viewed as

creditworthy by Western banks. Romania expressed

disinterest in borrowing further from the IMF and the World

Bank in 1983-84.

The Soviet Union, which ran a current account surplus

with the West in the past years, will continue to adjust its

balance of payments through the export of energy, raw

materials and gold and hold debts down in order to minimize

dependency on Western capital markets.

In Poland, where the political consequences of

borrowing have been profound, there has been little evidence

of major changes. All debts to banks since 1981 have been

renegotiated. This helped relieve debt maturities as a

source of pressure for the time being. Future negotiations

will be influenced by the success of its economic

performance and its effort to obtain official credits.
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On the Western side, the 1981-83 crisis has meant that

the tendency of banks in the 1970s to expand lending has

been replaced by a recognition that a proper balance between

risk and return must be maintained. Banks have been

monitoring political developments and their implications for

the financial markets.

The chances of finding a solution to the problems of

East-West financial relations must be seen in the context of

general trend in East-West relations.4S

The debt situation of East European countries is not

comparable with that of developing countries in either its

extent or the degrees of adjustment necessary to ensure a

healthy balance of payments.

4s OECD, "Developments in East-West Financial
Relations," Financial Market Trends, February 1987, p.
21.



CHAPTER IV

NORTH-SOUTH CONTEXT

The debt issue has become politicized in international

forums in the context of the North-South dialogue.

In 1976, the ministerial meeting of the Group of 77

issued the Manila Declaration and Program of Action. It was

the first official document of developing countries to call

for generalized debt relief and reforms in the debt

restructuring process. Since then, developing countries'

external debt has been a major issue in most North-South

negotiating forums, namely, the fourth session of the United

Nations Conference on Trade and Development (UNCTAD IV)in

Nairobi(1976); the Conference on International Economic

Co-operation (CIEC) in Paris (1976-1977); the United Nations

Committee of the Whole (1978); UNCTAD V in Manila (1979);

the Cancun summit meeting (1980); and UNCTAD VI in Belgrade

(1983).

The developing countries' external debt, among ot.r

issues, has been a motivation for Third World efforts to

change the power politics of international organizations in

order to give the developing countries more power in the

decision-making process. Creditor countries, for political



48

and economic reasons, have resisted change in order to

preserve the present organizations and the creditors'

control over them.

UNCTAD, as a permanent subsidiary organ of the United

Nations General Assembly, has been a major forum where most

north-south issues are addressed. Developing countries have

preferred the debt issue to be dealt within UNCTAD, where

voting formular is different from that in IMF.

Deliberations in UNCTAD

UNCTAD's perspective on the debt issue is that it has

to be seen in the context of long-term development process

of debtor countries. At UNCTAD I (1964), the report of the

Secretary-General pointed out that, while the capacity of

developing countries to repay their debt had been reduced by

the slow growth of their exports and deterioration in their

terms of trade, the burden of their debt had increased due

also to a shortening of maturities and an increase in

interest rates. The Conference recommended that United

Nations bodies and international financial institutions

should stand ready to review the external indebtedness of

the developing countries concerned.

At the second session of the Conference (1968), UNCTAD

placed additional emphasis on the institutional aspects of

debt rescheduling. Shortcomings of the then prevailig

scheduling process were highlighted. The process was
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informal and time-consuming, giving rise to a great deal of

uncertainty.

UNCTAD suggested an early warning system to avoid a

debt crisis which would compel debtor countries to take

unnecessarily drasic measures.

AT UNCTAD III (1972), attention was drawn to the

worsening of debt-servicing poblems of developing countries

and to the need for debt relief measures.

An ad hoc Group of Governmental Experts on the Debt

Problems of Developing Countries was set up in 1974 and held

three sessions which elaborated a set of common elements for

dealing with debt problems. UNCTAD was also authorized to

participate in the Paris Club meetings on the same basis as

other international organizations.

At UNCTAD IV (1976), the debt problems of the most

seiously affected and the least developed countries were

given prominence. The Conference adopted without dissent

resolution 94 (IV), whereby the governments of the developed

countries pledged themselves to timely response to the

requests of those countries for debt relief. This

resolution also called upon international forums to work out

guidelines which could provide guidance in future operations

relating to the debt problems of developing countries.

In 1978, the Trade and Development Board at its

ministerial session adopted resolution 165 (s-IX) under
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which developed donor countries agreed to grant relief to

the poorer developing countries on the official loans. Over

40 countries benefited from this action.46

Subsequently, in 1980, the basic guidelines regarding

future debt operations were refined and adopted by the Trade

and Develoment Board. Concrete results arising from these

guidelines have been modest. One of the reasons for this

lack of progress has been the divergency on debt relief

between a case-by-case approach and a generalized approach.

The above-mentioned guidelines, which contain elements of a

generalized nature, were adopted with reservations from

developed countries.47

Achievements and Limitations in UNCTAD

The debt issue has been intensively examined in UNCTAD.

From the early days when the external debt of developing

countries was still small, UNCTAD has been drawing attention

to the debt burdern and calling for its alleviation.

Four main areas in UNCTAD's work on the debt problem

can be identified: debt relief measures, guidelines for

debt operations, institutional framework for debt

negotiations, and technical assistance to debtor countries.

46 UNCTAD, Implementation of UNCTAD TDB Resolution

165 (s-IX). Geneva, 1980.

47 UNCTAD, Reservations Made by Group B upon Adoption
of the Resolution 222 (XXI), Geneva, 1980.
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Debt Relief

Calls have been made for immediate and generalized

relief of the official debt of developing countries, mainly

arising from Official Development Assistance (ODA). One of

the negotiating successes of UNCTAD is a 1978 ministerial

decision of the Trade and Development Board under which

creditor countries agreed to grant relief to low-income

developing countries on their ODA debt. A large number of

OECD countries wrote off over $3 billion worth of ODA debt

as a result, and softened the terms on an additional $2

billion. Since this relief was accorded principally to the

poorest developing countries, whose outstanding indebtedness

was largely composed of ODA lending, it represented a

substantial reduction in their total debt-service burden.4 8

In its more recent proposals on official debt relief,

UNCTAD has extended the argument for relief to cover

official export credits as well as ODA debt. It has also

proposed a different technique of debt relief, namely, a

straightforward moratorium for two years on the service of

official debt, with a simultaneous extention of the

amortization period for two yeas. This would be a

significant measure to alleviate the critical situation of

developing countries. The proposal was put forward at

UNCTAD VI (Belgrade, 1983) but no action was taken there.

48 United Nations, The History of UNCTAD (1964-1984),

New York, United Nations, 1985.
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UNCTAD's progress on the issue of private debt has been

much more modest. At UNCTAD IV (Nairobi, 1976), a proposal

was made for a refinancing facility for private debt. This

proposal was similar to some of the recent suggestions from

outside the United Nations for restructuring the existing

developing country debt by lengthening its maturity through

a refinancing facility. The larger debtor countries,

particularly those in Latin America, showed little

enthusiasm for the 1976 proposal in UNCTAD. The reasons for

this general reluctance by large debtors were that they tend

to feel that they can get a better deal bilaterally, in

private negotiations with their own creditors, than through

a multilateral process involving other debtors and

creditors. These constraints on UNCTAD's ability to act on

private debt have created a major gap in its work.

Guidelines for Debt Operations

The second main area of UNCTAD's work on the debt issue

has been the formulation of internationally-agreed

principles for dealing with the debt problem. The argument

is that the manner in which developing countries' debt

problems are addressed is lacking in consistency. The

case-by-case approach leaves the debtor countries in a great

deal of uncertainty as to how their debt problem is to be

treated. Creditor countries argue that non-uniformity is

the essence of sound debt management, since no two debt
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problems are alike. Debtor countries counter that there is

in fact a great deal of similarity in the external causes of

developing countries' debt difficulties, notably in the

contributory factors of declining terms of trade,

protectionism and high interest rates. Moreover, the

creditors adopt an essentially short-term approach to the

debt problem, which results in the inadequate remedy (short

consolidation and grace periods, high interest rates and

short maturities). Debt-servicing difficulties will recur

soon, and the problem is not solved.

After several years of hard deliberations, a set of

agreed guidelines for debt operations was adopted in UNCTAD

in 1980. These guidelines set out the following objectives:

these operations 1. should be expeditious and timely; 2.

should enhance the development prospects of the debtor

country; 3. should aim at restoring the debtor country's

capacity to service its debt in both the short-term and the

long-term; and 4. should protect the interest of both

debtors and ceditors equitably in the context of

international economic cooperation. 49

This was an important step forward, with much potential

for future action. However, the impact of the UNCTAD

guidelines on the course of debt negotiations is limited by

two factors. First, a precondition for debt relief at

present is the negotiation of an "adjustment program" with

49 UNCTAD, Trade and Development Resolution 222
(XXI), Geneva, 1980.
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the IMF. IMF has come to play a major role in the treatment

of debt problems of developing countries; in fact, a great

deal of what happens at debt negotiations is determined by

the debtor country's prior negotiations with the IMF. The

impact of UNCTAD guidelines on the outcome of debt

negotiations is consequently diminished. Secondly, the

guidelines can only be effective with a machinery to enforce

them. So far no machinery exists for this specific purpose.

Institutional Framework

The existing machinery for dealing with the debt

problem is the result of a highly ad hoc approach. The two

main institutions are the Paris Clubs0 Club and the ad hoc

groups set up by commercial banks to negotiate with

individual countries.

Developing countries and UNCTAD have criticized these

institutions as being largely creditor-dominated.

Furthermore, they cannot always be mobilized when there is a

need to do so. One remedy proposed in this connection is

the setting up of an "International Debt Commis ion, "

composed of independent experts and chaired by one of them.

The Commission would examine all aspects of a debtor

country's problems, including its commercial debt. Both the

sO The Paris Club is the name given to an ad hoc
group of official creditors which meets in Paris for the
purpose of renegotiating the official or the
officially-guaranteed non-concessional (export credits)
debt of a debtor country. The meetings are organized
and chaired by the French Treasury. The History of
UNCTAD (1964-1984), UN, New York, 1985.
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Paris Club and the ad hoc bank groups are creditor-chaired

and each mechanism only deals with a part of the debt

problem. There have also been proposals to make the

chairmanship of the Paris Club more independent.

These proposals have found little favor with the

creditor countries, who regard the present ad hoc approach

as more flexible in meeting the needs of a complex

situation. They would naturally not want to detract from

their dominance of the existing machinery. On the part of

debtor countries, there are divergent concerns based on

their individual creditworthiness and their prospects of

bilateral agreements. As a result, debtor countries'

criticism of the existing debt machinery has been muted.

UNCTAD has nevertheless achieved a certain recognition

of its competence in debt problems. It has obtained

observer status at the Paris Club and participates in Paris

Club meetings with the same formal status as the IMF and the

World Bank. UNCTAD's contribution to these meetings

presents a development-oriented analysis of the debt

problem. UNCTAD's presence serves to strengthen the

long-term development dimension of the discussion.

Technical Assistance

Another area of UNCTAD's work on debt is the provision

of technical assistance to developing debtor countries.

Complex and difficult issues are involved in the process of
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incurring external debt and in dealing with the debt

problems as they arise. Many developing countries are not

fully equipped for this. They do not receive technical

assistance on this matter directly from the.IMF and the

World Bank. Much remains to be done to assist developing

countries in setting up debt information systems, defining

policies on barrowings and strengthening their capacity to

negotiate with creditors. UNCTAD's secretariat has been

providing assistance of this nature.

Limited but significant success can be claimed by

UNCTAD in the field of debt, which is sensitive area with

tremendous political implications. The elevation of the

debt issue to a political level in the context of the

North-South dialogue testifies to its importance. In fact,

debt has reshaped various political relationships. It will

not only be important to the future of the North-South

dialogue, but will be increasingly significant in

determining the future of political relationships.



CHAPTER V

CONCLUSION

Outlook

Since mid-1982, what has been referred to as the debt

crisis has been less of a crisis in the strict sense than a

long drawn-out effort, known as "muddling through," to

contain the situation. There have been successful

reschedulings coupled with adjustment policies that have, to

certain extent, improved the debt situation for some

countries. However, both the adjustment process and the

rescheduling of the external debt have proved very costly.

Between 1982-1984, some major debtor nations did achieve a

substantial reduction in the deficit on the balance of

payments current account, but this was due to the tremendous

reduction in imports. Under such circumstances, the

adjustment has been made at the expense of a considerable

slowdown of domestic economic activity in debtor countries

directly, and indirectly in creditor countries. At the same

time, the debt-rescheduling arrangements have also

contributed to a sharp increase in the cost of external

financing. The recent decline in oil prices have given rise

to new financial problems for oil-producing countries and

their creditors. It is difficult to see the external
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environment for debtor countries as regards interest rates,

primary product prices and protectionist trade policies,

improve substantially. The underlying debt problems have

been postponed rather than solved. The debt rescheduling of

the early 1980s may contain the seeds of new problems in the

late 1980s and beyond. Major repayment difficulties may

recur when huge debt repayments fall due unless there are

early remedy measures.

Proposals

Numerous proposals have been put forward for dealing

with debt problems. Varied as they are, the proposals share

one common feature: they question the efficacy of the

present debt strategy. These proposals are largely of three

types. One is reduction of the current debt service to

developing countries, thereby alleviating the foreign

exchange constraints of the debtors. Second is reduction of

the total debt burden, either in the form of writing down

the debt or rescheduling on favorable terms. A third is an

enhanced role for a public presence in financial markets to

monitor and influence lending and borrowing.

These proposals have been criticized for their

shortcomings. Most salient has been the failure to provide

for flows of new lending once the old debts have been

reorganized. Another is the large volume of public

resources required to fund purchase of the bank loans, which

would add to the budget concerns of governments.
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While these proposals are still under discussion, they,

taken together, marked a shift in attitudes and conception

dealing with the debt problems.

The Baker Initiative

At the annual meeting of the IMF and World Bank in

Seoul, in October 1985, U.S. Secretary of the Treasury James

Baker put forward the "Program For Sustained Growth,"

responding to the changed economic and political context of

the debt crisis. Mr. Baker supported the setting up of a

special low-conditionality fund at the IMF to assist the

poorest developing countries. For the middle-income

debtors, he proposed an increase in private bank lending of

$20 billion over the next three years and urged the World

Bank and other multilateral institutions to increase their

lending by $9 billion.

The Baker initiative was a new step to meet the

weakness in the existing management of the debt crisis. It

was the first to have global outlines, which represented a

policy shift for the Reagan Aadministration in three

conceptual areas. First, it is an admission that the

existing strategy was inadequate. Second, it abandoned the

previous posture toward the World Bank and called for an

enhanced role of the World Bank in the future global

adjustment process. Third, the initiative seemed to be an

ideological departure from market principles.
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Nevertheless, there are constraints in the Initiative.

The amount of capital does not approach the size of the

financial gap. The initiative itself left unclear the

incentives for its projected increase in bank leanding. And

more importantly, the politics of adjustment will profoundly

influence the attitude of debtor countries toward the Baker

Initiative. The structural adjustment requirements, which

are politically sensitive, could meet with resistance from

the debtor countries.5 1

Toward an Improved Debt Strategy

While the recent shift in the policies toward debt

issues has been a positive development, there are still

shortcomings in the present strategy for dealing effectively

with debt problems.

One major weakness of the present strategy arises from

the disproportionate burden of adjustment on debtor

countries. Although debtor countries should assume their

share of the burden, the present too general practice of

putting the burden almost entirely on debtors is

unsustainable.

A further weakness of the present strategy is with

regard to its perception of the requirements of the

advisement by the debtor economies. Although such reforms

would also increase the efficiency and correct distortions,

s1 Richard, E. Feinberg, "Latin American Debt:

Renegotiating the Adjustment Burden," The Columbia
Journal of World Business, Fall 1986, p. 26.
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they might meet with the resistance of debtor countries.

The appropriate role of the state and private sectors are

complex matters which give rise to controversy. While

increased attention to providing proper incentive and

ensuring efficient use of resources is called for, such

measures may not constitute a complete and viable strategy

for restoring growth in domestic economies of debtor

countries.

A third weakness of the present debt strategy has been

the failure to conceive it within a broad strategy for

accelerating growth in the world economy. The slow growth

prospect in the developed countries casts doubts on the

prospects for improved growth in export earnings of debtor

countries. Yet expanding export earnings are fundamental to

any successful debt strategy.

Improvements in the present international debt strategy

would need to be made. Major internal efforts of debtor

countries to strengthen their competitiveness in world

markets are all the more important. At the same time,

industrial countries should adopt measures that would foster

the growth efforts of the developing countries in order to

contribute to a longer-term solution to the global debt

problem.

In sorting out possible solution to the debt problem,

it is important to distinguish between actions that can
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provide immediate relief and those that are more of a long

term nature. The debt-servicing difficulties in some major

debtor nations, those of Latin America in particular,

require timely remedial action. These countries have taken

extraordinary measures to adjust and make payments to their

creditors. However, the adjustment has been undertaken in a

depressive world economic environment and basically through

a brutal compression of imports and unprecedented drops in

per capita income, which has led to social-economic tensions

in these borrwing countries.

In view of this, a bilateral settlement compatible with

positive adjustment (through growth rather than contraction)

might be desirable.

The international debt crisis did not occur suddenly

and will not disappear in the near future. However, the

crisis has underlined the tremendous interdependence between

developed countries and developing countries. To solve the

most imminent problem in the international economic

relations, co-operation rather than confrontation among the

parties concerned is required.
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Conclusion

As this study demonstrates, the debt problem has become

truly a worldwide concern with serious political as well as

economic implications for both developed and developing

countries.

In the early 1980s, when an increasing number of

borrowers failed to meet their debt-service obligations, the

international debt problem suddenly caught the attention of

the public. It was understood from the current crisis that

the debt problem not only constrains economic growth in

developing countries, it also harms the well-being of

developed countries. From 1981 to 1982, OECD countries'

exports to non-OPEC developing countries declined by $14

billion in real terms, costing approximately 350,000 jobs.S2

Moreover, defaults of some major debtors would trigger the

collapse of the international financial system, which would

sharply reduce world output and trade. The final

consequence could be a worldwide depression comparable to,

if not worse than, the Great Depression of the 1930s.

The process of dealing with the current debt crisis

also shows that the debt problem has become increasingly

politicized.

The accumulation of external debt by developing

countries affects domestic politics and policies of both

debtor and creditor countries. For debtor countries, heavy

52 William Cline, International Debt (Cambridge,

1984), xvii.
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debt burden constrains economic development and reduces

living standards. The tough adjustment measures imposed

arouse social unrest and political instability. Latin

American countries are typical in this regard. They have

been suffering from the serious impact of the heavy debt

burden. Their democratization process would be affected if

the debt problem is not properly solved. For the creditor

countries, domestic policies are also affected by the debt

problem. In the United States, for example, banking

regulation is reinforced because of concern for LDC debt.

External debt can be important in states' political

relations if the debt is significant and if the debtor

country is important to the creditor country for

geopolitical and economic reasons. Leverage can be

exercised by either party depending on political and

economic interests and the situation. When Mexico's debt

started to go bad in 1982, the United States Government had

to step in to prevent the crisis from getting out of

control. In the case of Poland, however, the accumulation

of debt seriously compromised the goals of U.S. foreign

policy in 1982.

The debt issue has become increasingly politicized in

the contemporary international relations, either in the

North-South context or in the East-West relations. It has

helped to reshape various political relationships.
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The elevation of external debt problem to a political

level testifies to its importance. In this interdependent

world, debt is not a zero-sum game. Solution of the

international debt problem calls for political will and

foresight.
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